THE JOURNAL OF 
POLITICAL ECONOMY 


Volume 47 JUNE 1939 Number 3 


PRODUCTION AND DISTRIBUTION IN THE 
SHORT RUN 


GEORGE STIGLER 
University of Minnesota 

N THE 1890's perhaps the most disputed question in produc- 
tion theory was whether the coefficients of production should 
be treated as fixed or variable.t Wicksteed, Marshall, Wal- 
ras, and Wicksell favored the view that these coefficients are 
variable; Pareto, Barone, and others favored the view that some 
of the coefficients are fixed. The verdict has since been delivered 
for the former group: It is almost universal practice at present 

to treat only with variable production coefficients. 

But the triumph was too complete. In rejecting—quite prop- 
erly, the writer believes—the fixed-coefficient approach in prob- 
lems of long-run equilibrium, the neoclassical economists over- 
looked the applications of this approach to short-run problems. 
One thesis of this paper is, in fact, that the variable-coefficient 
hypothesis has obscured important problems in the theory of 
production and distribution in the short run. 

The classical theories of fixed coefficients are, however, largely 
inapplicable to the short-run problem. The simpliste doctrine in 

* The extensive literature is summarized in my forthcoming book, Studies in the 
History of Production and Distribution Theories, 1870-1895, esp. chap. xii. In this 
article Walras’ definition of production coefficients will be followed, i.e., the pro- 


duction coefficient of productive service X is the amount of X necessary to produce 
one unit of product. 
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the earlier editions of Walras’ Eléments,? the formal generality of 
Pareto’s “solution,” and even the admirable theory of Georgescu- 
Roegen,‘—none of these is able to cope fully with the problems in 
hand. Some of the peculiarities involved in these problems will 
be discussed in the next section; their significance for cost and 
distribution theory will then be considered. 


I. PRODUCTION AND DISTRIBUTION IN THE SHORT RUN 


The short run is generally defined, following Marshall, as the 
period within which there are fixed or overhead costs. It is patent 
that there are in general an infinity of different “‘short runs,” in 
each of which there is a different amount of fixed costs. The short 
run presumably refers to that period within which the physical 
plant is fixed: “For short periods the stock of appliances of pro- 
duction are practically fixed, but their employment varies with 
demand.” Fixed costs may include, of course, not only the costs 
of durable plant, but also the salaries of executives, etc., which 
by law (contract) or by custom and/or because of “non-economic” 
factors are not easily varied. 

It will be argued subsequently that one cannot uniquely define 
fixed and variable costs with reference only to time periods. At 
least two additional circumstances must be considered, the exist- 
ing cost-price relationships and the anticipated movements of 
prices and outputs. For the present, however, we shall assume 
that there is an acceptable division between fixed and variable 
costs, deferring the explanation of the division to the subsequent 
discussion.® 

We may proceed at once to the central problem. The law of 


2 E.g., Eléments d’économie politique pure (1st ed., 1874), Lect. 41. 

3 Manuel d’économie politique (2d ed., 1927), pp. 605 ff. 

4 “Fixed Coefficients of Production and the Marginal Productivity Theory,” 
Review of Economic Studies, U1 (1935), 40-49. 

5 Marshall, Principles of Economics (8th ed., 1920), p. 374, margin. It is probably 
unnecessary to add that Marshall denies that any sharp division can be drawn be- 
tween long and short periods (cf. ibid., pp. 378 and 379 n.). 

6 In this paper it will be assumed that there are no changes in the known tech- 
nology; for the rest, the usual postulates of partial equilibrium analysis will be 
followed. The discussion is directed primarily to perfect competition, although it is 
also appropriate, with suitable qualifications, to imperfect competition. 
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diminishing returns and the marginal productivity theory describe 
the quantitative variations of the output of a product when all 
but one of the productive services are held constant in quantity, 
the remaining one varying in quantity. The law of diminishing 
returns requires full adaptability of the form, but not the quan- 
tity, of the “‘fixed” productive services to the varying quantity 
of the other productive service. To use a well-known example, 
when the ditch-digging crew is increased from ten to eleven, the 
ten previous shovels must be metamorphosed into eleven smaller 
or less durable shovels equal in value to the former ten,’ if the 
true marginal product of eleven laborers is to be discovered. 

In the short run, however, the very existence of fixed costs 
(representing the return on fixed “plant,” etc.) precludes full 
adaptability to changing amounts of the variable factors (day 
labor, materials, fuel, etc.). It follows that in the short run the 
law of diminishing returns need not hold, at least in its conven- 
tional form. Numerous writers have therefore been too hasty in 
asserting that increases of output necessarily entail rising margi- 
nal costs, and, as a matter of fact, it will be argued that not only 
may short-run marginal costs be constant within certain ranges 
of output, but also that under certain conditions they very prob- 
ably do behave in some such manner. 

The same problem arises in connection with short-run distribu- 
tion theory. Quasi-rents, the returns to the fixed “plant,” are 
measurable, Marshall suggests, by marginal productivity analy- 
sis.* But since full adaptability is ruled out by the very circum- 
stances of the short run, it is easily demonstrable that this line 
of analysis may over- or underestimate the return to the fixed 
productive services (and, pari passu, to the variable productive 
services). 

So much for the problem—what are the major empirical facts 
that must be considered in a solution? There are obviously very 
many factors which affect the short-run marginal cost curve (and 

? This value is stated in terms of a muméraire, for our purposes; hence no index- 
number problem is present. 


* Op. cit., pp. 419-20. Marshall is not specific on this point, and he, of course, 
adds some interesting qualifications which will be considered in Part III of this 
paper. 





308 GEORGE STIGLER 


that is what the production problem amounts to), but several 
may be selected on grounds of importance and theoretical inter- 
est. Certain technological considerations will be raised first. 

We must differentiate, with respect to technological questions, 
between operation at outputs less than the optimum and opera- 
tion at outputs in excess of the optimum.’ These two cases need 
not be, and in general will not be, symmetrical. The situation in 
real life is complicated by the fact that the optimum output may 
be an optimum through time, i.e., the optimum may be based 
on anticipated increases or decreases in the output of the firm. 
The immediate analysis will be restricted primarily to the simpler 
stationary condition, where the optimum output is also the equi- 
librium output (under competition) through time. 

An additional problem that must be mentioned arises out of 
the relationship between the control unit (the firm) and the pro- 
duction unit (the plant). Almost universally the firm and the 
plant are assumed to be in a one-to-one ratio, and certainly no 
general theory of the relationship between the two has yet been 
evolved. The present discussion will follow this precedent, al- 
though a few rather obvious generalizations will be noted from 
time to time. 

In general, there are two major technical alternatives that may 
arise in the utilization of fixed “‘plant’’: it may be divisible or 
indivisible. Perfect divisibility can probably be found in some 
cases; it is approximated wherever there are a large number of 
identical machines in a plant. Complete indivisibility is the op- 
posite limiting case, suggested, although not perfectly illustrated, 
by the roadbed of a railroad. 

In the case of fixed plant, however, we may also divide the 
field according to another principle: the unit of plant may be 
adaptable to changing quantities of the variable productive serv- 
ices, or it may not be adaptable.’ Almost all observable cases 
seem to fall between these limiting concepts, just as they usually 


» Optimum output is here defined as the rate of production at which average 
cost isa minimum. This definition is not unambiguous, but it will serve immediate 
purposes. 

‘© For an explicit definition of adaptability cf. below, pp. 314-15. 
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fall between perfect divisibility and complete indivisibility. It is 
instructive, nevertheless, to examine the four possible combina- 
tions of divisibility and adaptability for operation both at less- 
than-optimum and greater-than-optimum outputs. 

a) The case of divisible plant that is completely adaptable to 
changing amounts of the variable productive services will result, 
of course, in decreases of the marginal productivities of the vari- 
able services as their quantities are increased, throughout the 
whole range of outputs. For in this case the conventional law of 
diminishing returns is almost fully applicable,“ and therefore as 
the ratio of variable to fixed services increases, the marginal 
productivities of the variable services decline. Each laborer (of 
the reduced working force), for example, can operate a larger 
number of machines.” 

a’) The corresponding case for outputs in excess of the opti- 
mum is parallel: with increases of the variable services, their 
marginal productivities will continue to decline, and those of the 
fixed services will increase. 

b) The second possible combination is a divisible but unadapt- 
able fixed plant, e.g., there are numerous identical machines but 
each machine can be used only with a fixed amount of labor and 
materials. This is an unrealistic case, but it sheds light on inter- 
mediate situations. At less-than-optimum outputs, the “margi- 
nal” productivities of the variable services will remain constant. 
It is difficult to speak of the marginal productivities of either the 
variable services or the fixed plant, however, since it is not pos- 
sible, by incremental analysis, to impute productivities when the 
production coefficients are fixed. 

b’) The case of outputs in excess of optimum cannot arise 
here—once the fixed plant is fully employed, the output has 
reached its maximum. Further units of the variable services 
would therefore have zero marginal productivities. 

™ Almost fully applicable but not completely so. With full divisibility of the 
fixed plant there can be no economic significance in the initial stage of increasing 
marginal returns, as displayed by the “Knightian” curve (cf. F. H. Knight, Risk, 
Uncertainty and Profit [1921], pp. 99 ff.). 


™ This case is usually present where the plant is divisible, if only because unem- 
ployed machines can be resorted to when employed machines require repairs. 
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c) Third, the fixed plant may be indivisible but completely 
adaptable to any quantity of the variable service. This is the 
standard case of the law of diminishing returns, which is applica- 
ble without qualification. This situation differs from (a) only in 
that there will be an early stage of increasing marginal produc- 
tivities of the variable services—a region that could have no 
significance with a divisible plant. 

c’) For outputs in excess of the optimum, this case is identical 
with (a’). 

d) The final possibility is that the fixed plant is both indivisible 
and unadaptable. It is indeed unlikely that this case would ever 
arise in practice, but its general character may be suggested by a 
blast furnace. If there is only one fixed factor, and it is un- 
adaptable, the plant can operate at only one output. In the more 
important and interesting case where some adaptability is present, 
a priori one would expect that the marginal productivities of the 
variable services would fall very rapidly as the optimum output 
was approached. At very small outputs relative to the optimum, 
however, the marginal productivities would probably also be 
very small. 

d’) Similarly, for greater-than-optimum outputs, the marginal 
productivities of the variable factors will be zero if there is no 
adaptability, and in the more realistic case, they will decrease 
faster than they would in (c’). 

There is no need to labor the point that usually the fixed plant 
will be imperfectly divisible and partially adaptable, and, indeed, 
that the fixed plant will consist of numerous parts that differ 
greatly among themselves. Nevertheless, there is a possibility, 
at this stage of analysis, that the short-run marginal cost curve 
will be constant in the range of suboptimum outputs, if there 
are important divisible parts of plant. If there is also adaptabil- 
ity, the marginal cost curve will be rising in this range. 

So far we have tacitly assumed that technology dictates a 
single most desirable arrangement of the fixed plant which is 
independent of fluctuations in output. In fact, of course, this is 
rarely, if ever, true. Adaptability can also be built into a plant, 
and entrepreneurs in trades where fluctuations are frequent and 
great will endeavor to secure flexibility in their operations. But 
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flexibility will not be a “free good”: A plant certain to operate 
at X units of output per week will surely have lower costs at that 
output than will a plant designed to be passably efficient from 
X/2 to 2X units per week. 

It is impossible to generalize, in the present state of our knowl- 
edge, whether entrepreneurs make more allowance for rates of 
production less than or in excess of optimum. In certain of our 
capital-goods industries, Ampassung to superoptimum rates of 
production seems to have received most attention; in agriculture 
very little has been done in planning for either kind of nonopti- 
mum production rate. It seems plausible to assume that the 
adaptability of plant to changes in output decreases in both direc- 
tions from the optimum as the output continues to increase or 
decrease. 

At this point it is convenient to drop the assumption that there 
is only one short run. Even after a plant has been built and 
equipped, it is usually possible to make alterations within short 
time periods which will better adapt the plant and equipment to 
contemporary (nonoptimum) rates of output. The possible ex- 
tent of such changes is a technological problem which will not 
be explored. The profitability of the changes, however, is de- 
termined by the anticipated duration of the nonoptimum rate of 
production and the cost of making the change. The longer the 
nonoptimum production rate is anticipated to continue, the great- 
er is the inducement to make the change. If the common belief 
that entrepreneurs are essentially optimistic be accepted, one 
would expect this to be a factor tending to decrease the cost of 
superoptimum outputs relative to suboptimum outputs. 

This line of reasoning leads directly to the conclusion that 
time must be an implicit variable which affects the form of the 
production function. There is not a short run and a long run; 
rather there are continuous variations" in the marginal cost curve 
from very short periods to full, long-run equilibrium." 


13 This word is used in its literal mathematical sense in the calculus of varia- 
tions. It properly suggests that the movements in question are from one cost curve 
to another, rather than along one curve. 

"4 Of course there is nothing novel in this conclusion; it is implicit in the natura 
non facit saltum analysis of Marshall. The only explicit application of this approach 
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II. THE SHORT-RUN MARGINAL COST CURVE 


The foregoing list of considerations, incomplete though it be, 
emphasizes the fact that short-run marginal cost curves form a 
rather extensive genus, each species of which is appropriate to a 
particular set of assumptions about technology and anticipations. 
It may nevertheless be instructive to examine a few of these 
species, following the procedure of the previous section in intro- 
ducing complications step by step. 

The case of perfect adaptability, with or without divisibility 
of plant, is so widely used at present, and, if the preceding analy- 
sis be accepted, it omits so many important factors in short-run 
production, that it will be passed over summarily. The cost curves 
appropriate to complete divisibility and complete indivisibility 
respectively are illustrated in Figure 1. In this and subsequent 
figures, AC, MC, and AVC represent average, marginal, and 
average variable costs, respectively. The difference between the 
two situations lies, of course, in the fact that the entrepreneur will 
not operate, under competition, in a region of decreasing average 
variable costs;"* hence in case B output must be either zero or in 
excess of X,. There cannot be a region of decreasing average 
variable costs with complete divisibility of the fixed plant, since 
the productivity of variable productive services can always be 
increased in such a region by using less of the fixed plant. The 
subsequent analysis will deal primarily with the marginal and 
average cost curves, subject to this understanding.” 


that the writer knows is that of Professor Knight, who employed it as long ago as 
1921 in his neglected article, “Cost of Production and Price over Long and Short 
Periods,” reprinted in The Ethics of Competition (1935), pp. 186-216. Most of the 
phenomena under consideration have been discussed, although not with reference 
to formal cost theory, by J. M. Clark in The Economics of Overhead Costs (1923), 
esp. chaps. v and vi. 

's This follows from the fact that in such a region total variable costs are greater 
than total revenue. Under competition, price will equal marginal costs, but margi- 
nal costs are less than average variable costs when the latter are falling. 

*6 One could draw cost curves on the assumption that the fixed plant was divisible 
only into a finite number of parts, but that would unduly lengthen this paper. Miss 
M. F. W. Joseph has ingeniously analyzed one such case in “A Discontinuous Cost 
Curve and the Tendency to Increasing Returns,” Economic Journal, XLIII (1933), 
390-98. Despite her assertion to the contrary (ibid., p. 395), however, Miss Joseph 
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Once we abandon the assumption that the fixed plant is not 
completely adaptable, the marginal cost curves of Figure 1 are 
no longer appropriate. Consider first the case of an unadaptable 
plant that is completely divisible. At less-than-optimum outputs, 
the marginal productivities of the variable services will remain 
constant.'? It follows that if the prices of the variable services 
remain unchanged, the marginal and average variable cost curves 


A 5 














eouTPuT ét-+r pet 
When the fixed plant is divisible When the fixed plant is indivisible 


Fic. 1 


(which will coincide) will be horizontal lines. At outputs in ex- 
cess of optimum, marginal costs will rise sharply. In fact, if there 
is no adaptability, the output cannot be increased in the short 
run beyond the point where the fixed plant is fully employed. The 
cases of zero and partial adaptability with divisible plant are il- 
lustrated in Figure 2. 

In the case of an indivisible and unadaptable fixed plant, the 
conclusion has already been indicated: the short-run marginal 
cost curve is a vertical line. With partial adaptability, increases 
in the quantities of the variable services may lead to increases or 


is analyzing a long-run situation according to the terminology of this paper, for she 
excludes only historical change (i.e., there is no fixed plant). 


*7 Ignoring such possible elements of adaptability as that arising out of the 
ability to avoid costs of interruption due to repairs of plant. 
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decreases of their marginal productivities, depending on the region 
of output considered. The permissible range of output (under 
competition) may be reduced considerably, i.e., it is possible that 
there will be a considerable region of outputs for which average 
variable costs are decreasing. Figure 3 illustrates these two situa- 
tions. 

The first complication to be considered is the possibility of 
building flexibility of operation into the plant, so that it will 


A B 

















ovT PUT eourTPvT 
Zero adaptability Partial adaptability 


Fic. 2 


be passably efficient over the range of probable outputs. Filexi- 
bility is not synonymous with adaptability; an example will sug- 
gest the difference. If a fixed plant of quantity X can be com- 
bined with from a to 6 units of a variable service, within this 
range there is complete adaptability if for any combination of the 
two services, it is possible to use the best-known technology that 
utilizes the two productive services in these quantities."* But the 
best technology for combining X with (say) Z units of the variable 
service, with a product of Y units, need not be, and for non- 
optimum outputs generally will not be, the same as the technology 

18 By definition, X represents a physical fixed “plant” in the short run. Illustra- 
tions of perfect adaptability are therefore difficult to find, but one might suggest 
agricultural land, which may be combined with a varying amount of plowing, seed, 
etc., within fairly wide limits. The historical connection between agricultural land 


and the law of diminishing returns may explain in part the failure of economists to 
recognize the difficulties in short-run applications of the law. 
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which (given the prices of the productive services) would mini- 
mize the cost of producing a product of Y. This latter technology 
will almost certainly require a different quantity of the fixed 
services. Flexibility permits this best technology for producing 
Y, and other nonoptimum outputs, to be approximated, but at 
the cost of not being able to use the best-known technology for 
any output. 

This line of reasoning indicates that flexibility and adaptability 
differ, but, on the other hand, there is a prima facie case for the 


A B 
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proposition that the greater the adaptability, the less the need 
for flexibility. This case rests on the fact that with adaptability, 
output may be reduced greatly without leading to unemployment 
of fixed plant or inefficiency of variable factors. Nevertheless, 
additional flexibility may be desirable even in this limiting case 
of complete adaptability. A plant may operate at X output half 
of the time, and at X/5 output the remainder of the time.’ 
The net profits of such a plant would very probably be increased 
if the firm adopted a production function that did not absolutely 
minimize its average costs for any output. 

The real need for flexibility, however, clearly arises when there 

*9 Tilustrations could be found in seasonal industries where production is not 


carried on at a uniform rate because the commodity is perishable—owing either to 
physical or to economic (“style”) factors. 


ve 
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is only partial adaptability. Were it not for the flexibility built 
into plants, outputs in excess of optimum would involve prohibi- 
tive marginal costs, while those at less-than-optimum outputs 
would be very unprofitable. It is unnecessary to examine in de- 
tail the techniques for securing flexibility of operations, but two 
methods are obviously important. 'The first is based on divisi- 
bility of fixed plant, which will reduce variable costs of subopti- 
mum outputs. The second method is to reduce fixed plant rela- 
tive to variable services, i.e., to transform fixed into variable 
costs. The first method is frequently used where much fixed plant 
is indispensable (e.g., the automobile and steel industries); the 
second where mechanization is more or less optional (e.g., the 
sweatshop industries). 

The amount of flexibility built into the plant depends on the 
costs and gains of the flexibility. One would expect, in general, 
flexibility to be subject to increasing marginal costs and to decreas- 
ing marginal returns from such flexibility (since, normally, great 
fluctuations of output are less frequent than small fluctuations). 
The three sets of conditions relevant to the entrepreneur’s deci- 
sion are 
1. The anticipated rate of output in each period up to the end (if any) of 


the life of the plant; 
. The anticipated prices of the productive services in each such period of 


time; and 
. The production function relating flexibility to inputs of productive 
services. 


The formal solution is apparent: Flexibility will be added until 
its “accumulated” marginal cost equals the discounted marginal 
returns from savings due to that additional flexibility.”° 

The differences between the cost curves of an indivisible and 
relatively inflexible plant and those of a relatively divisible and 
flexible plant are illustrated in Figure 4. The cost curves of the 
former type are drawn as solid lines; the latter case is represented 
by the dotted lines. At optimum output OF, the indivisible and 


2° The problem is complicated when the firm has several plants, for then it is 
possible, within certain limits, to concentrate the fluctuations of output in certain 
plants, and to build a maximum of flexibility into these plants only. 
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unadaptable plant has lower average and marginal costs; the flex- 
ible firm’s costs, indeed, are larger by GJ times OF .** When out- 
put is OA, however, the flexible plant has much smaller losses 
(OA times CD), and the inflexible firm would even have to close 
down if it were in a competitive market (see n. 15). Similarly, at 

















ouvurrvTt 
Fic. 4 


output OK, the profits of the flexible firm are larger by OK times 
LN, and the inflexible firm would require a prohibitive price to 
cover marginal costs at this output. If output were anticipated to 
fluctuate only between W and Z, clearly a less flexible plant would 
be desirable. 

We have arrived now at the final complication (to be con- 
sidered here) in the analysis of the short-run cost curves of the 
firm. That complication lies in the typical possibility of altering 

* Outputs, rather than selling prices, are selected for analysis, in order to avoid 


the complications arising out of the question of the slope of the demand curve if 
imperfect competition is considered. 
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the fixed plant, even in the short run, when experience has dem- 
onstrated that the forecasts of the entrepreneur have been re- 
roneous. It should be remembered that such alterations are not 
equivalent to movements along the long-run average cost curve, 
because they are based on changes in existing plant, not the con- 
struction of a completely new plant (except, of course, in the 
limiting case). 

The two fundamental questions involved in short-run altera- 
tions of plant are: (1) When should such a change be instituted? 
and (2) What effect will it have on the firm’s cost curves? The 
answer to the first question is simple enough from a formal view- 
point: The change will be made when the discounted gains (i.e., 
reduction of costs or increase of receipts) of the alteration exceed 
the cost of the change. The longer the new situation is expected 
to continue, the lower the cost of making the change, and the 
lower the interest rate, the sooner and greater will the alteration 
of plant be.” Aside from questions of technology, the relevant 
factors are therefore the anticipated prices of productive services 
and of products. The alterations will be carried to the point where 
the marginal “accumulated” cost of the change equals its dis- 
counted marginal return. 

Certain more explicit factors in this difficult entrepreneurial 
decision may be indicated briefly. The problem, first of all, is in 
all probability asymmetrical. Extensions or enlargements of plant 
are in general much simpler than contractions. The reason, in 
part, is that a pl_nt cannot always be depreciated completely out 
of existence, and rarely is this possible within moderate time 
periods unless the liquidation was anticipated at the time of con- 
struction. In the case of a railroad, for instance, current main- 
tenance expenditures which are sufficient to keep the system in 
operation at all may be sufficient to keep it in operation indefi- 
nitely. And even in the general case, it is safe to assert that en- 
trepreneurs usually build with an eye to future expansion and 

™ Not only the time and extent, but also the rate at which the alterations are 


made, are variables. Given alterations will be cheaper, the more slowly they are 
carried through, in part because the existing plant can be more fully depreciated. 
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hardly ever with an eye to future contraction.** To the extent 
that such considerations are present, movements are not and 
cannot be made with equal facility in either direction between 
short-run cost curves. 

It may be noted, secondly, that there is a strong presumption 
that short-run alterations of plant will affect the final equilibrium 
position. The received doctrine is that the long-run cost curve 
is the envelope of the family of short-run curves, each of which 
represents the ideal combination of resources for that size of 
plant. This long-run cost curve is the locus of positions that the 
plant may occupy in the long run, and, in fact, that plant size 
will be selected where the long-run curve marginal to this envelope 
intersects the marginal revenue curve. 

At a certain level of abstraction all this is certainly true. When 
building a plant de novo, the long-run average cost curve does 
present all possible sizes of plant.*4 In stable equlibrium, more- 
over, every entrepreneur will choose the size of plant which maxi- 
mizes net profits, dictated by this long-run curve, if he is certain 
that there will not be any changes in cost or demand conditions. 

But when price changes take place,> what was an equilibrium 
size of plant at one time will probably become a nonoptimum size. 
The entrepreneur must then make the best of the situation and 
usually this involves a short-time alteration of plant. If major 
changes of output are frequent, relative to the life of the plant, 
and if they are not perfectly anticipated, then the plant existing 
at any time is in part determined by what the plant was in pre- 
ceding periods. In other words, if the plant is at all durable and 

*3 H. T. Noyes reports that of 132 successful manufacturing firms, 89 considered 
their greatest error to have been the inadequate allowance for expansion (cf. “A 
New Manufacturing Plant,”’ Annals of the American Academy, LXXXV (September, 
1919], 68). This is necessarily a biased sample, however; among failing firms a major 
cause of distress is the undue provision for expansion. 

*4 E. F. M. Durbin has made essentially the same point, apropos of the long-run 
curve: “There is nothing particularly ‘long period’ about the problem. .... It 
arises when a new plant is to be constructed and all the curves exist at the moment 
when the size of plant is chosen. No long period of time is in question. The envelope 
is really an ‘inter-plant,’ not a ‘long period’ curve . . . .” (cf. “Note on Mr. Lerner’s 
Dynamical Propositions,” Economic Journal, XLVII [1937], 577 n-). 

*s Technological improvements are excluded from consideration. 
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(what is already partially involved in this assumption) if changes 
of prices are not fully anticipated, then in general the short-run 
cost curve will not be the lowest one for that size of plant, and 
it will not be one of the family of curves on which the conven- 
tional long-run curve is based. 

Finally, once short-term alterations of plant are admitted, it 
is impossible to draw short-run cost curves with reference only 
to time periods. Each such cost curve is now subject to restric- 
tions, not directly of time, but rather of a set of prices. The cost 
curves are defined for an interrelated range of prices; if prices 
move outside this range, short-run alterations of plant will en- 
sue, leading to a new set of curves. 

It is not difficult to give a formal treatment of this final com- 
plication, either graphically or symbolically. The general effect 
of short-run plant alterations on costs is indicated by Figure 5.” 
Curve J represents the marginal cost curve for a given rate of 
production OM. If the rate of production increases, the plant will 
be enlarged, and curves JJ, JIIJ, and JV represent successive 
stages in this process. They are derived, so to speak, from an 
envelope of cost curves, not of different plants but of an expand- 
ing plant. Curves J/J and JV are drawn through point B be- 
cause there seems to be no general reason why they might not 
equally well be above or below this point; their locations are 
largely a matter of anticipations. These are “dynamic’’ cost 
curves in the proper sense of that much-abused word, and in gen- 
eral they are not reversible within limited time periods. 

It is possible to assume that such changes are continuous, and 
then a complete presentation (for any given set of price anticipa- 
tions) involves a third axis, time, and the marginal and other cost 
functions become surfaces. The assumption of continuity is justi- 
fiable if alterations of plant can be made by small increments.”’ 

* Fig. 5 is adapted from Diagram V of Professor Knight’s “Cost of Production 
and Price,” op. cit., p. 206. His entire discussion should be consulted on this prob- 
lem. 

27 This is not to say that alterations will necessarily be made by small increments. 


The minimum sensibile of the entrepreneur is likely to be rather large. If output is 
falling, he will be loath to alter the plant accordingly, hoping for a return to “nor- 
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But whether alterations of plant are continuous or discontinuous, 
it is no longer possible to handle the problem of the rate or extent 
of alteration by the use of plane geometry, since future prices 
are now important variables. 

The tendencies toward flexibility and short-run alteration of 
plant are to a certain extent conflicting in nature. The greater 
the ease with which the plant can be altered in the short run, the 
less the need for flexibility (unless we include in flexibility ease in 
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making alterations). Where fluctuations of output are regular, 
however, flexibility is virtually independent of alterability. 

Cost curves have received less attention from statistically 
minded economists than have demand curves, although the data 
on costs seem much more subject to control and theoretical inter- 
pretation than the usual price-consumption figures. For several 
decades, German engineers have derived statistical total cost 
curves, but these curves are usually much oversimplified linear 
relations between total costs and the Beschdftigungsgrade.* The 


mal” conditions—or for favorable legislation! If output is expanding, it is very 
likely that the plant will be expanded to handle rates of production in excess of the 
contemporary level, which may, of course, be the sensible thing to do. A crucial 
factor is the frequency with which anticipations are revised. 

** The attitude of these studies has all too frequently been that of R. Hilde- 
brandt: “Theoretische Uberlegungen haben hierbei keinen Zweck und fiihren zu 
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important pioneer work of Dr. Joel Dean,”’ preliminary though 
it be, does suggest two major discrepancies between the “facts” 
and usual short-run cost theory. 

The first discrepancy is the relative constancy of marginal 
costs over the usual range of output;%° the second is the fact that 
certain costs behave erratically with respect to variability and 
fixity.** The foregoing discussion contains a rationalization of 
both of these phenomena. Constancy of marginal costs follows 
from the building of flexible plants, and it is further supported by 
short-run alterations of plant, which permit movements between 
as well as along, short-run cost curves. The alterability of plant 
also provides a complete explanation for the fact that there are 
many costs which need not be completely fixed or completely 
variable within specified short periods of time. 


III. SHORT-RUN DISTRIBUTION THEORY 


At the outset it must be emphasized that short-run distribu- 
tion theory is an important economic problem which is not 
“solved” by simple rule-of-thumb distributions of gross receipts. 
The entrepreneur is faced in short, as well as in long, periods with 
the continuous problem of maximizing net returns. This can be 
done only if within every relevant economic period he knows the 
effect on output of each type of productive service. Without this 
information he cannot intelligently plan for the maintenance, re- 
placement, and alteration of “‘fixed”’ plant. The net return must 
be imputed to each productive service in each short period of 
time: the explanation of this imputation is the task of short-run 
distribution theory. 

Marshall’s doctrine of quasi-rents provides the standard ex- 


nichts. Entscheidend sind ausschliesslich tatsiichliche Ergebnisse der Praxis in 
mdglichst grosser Zahl” (cf. “Geschaftspolitik auf mathematischer Grundlage,” 
Technik und Wirtschaft, XXIV [1931], 127). 

29 Statistical Determination of Costs, with Special Reference to Marginal Costs, 
printed as Part II of the Journal of Business, [IX (October, 1936). 

3° Ibid., p. 12, chap. vii; cf. also E. Schneider, Theorie der Produktion (Vienna, 
1934}, PP. 50-51. 

3 Dean, op. cit., chap. ii. 
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planation of short-run distribution to “fixed” agents, and there- 
fore deserves immediate attention. Quasi-rents are the returns on 
temporarily specialized resources, and the costs of these resources 
are supplementary (or fixed).** Quasi-rents are net returns after 
allowance has been made for maintenance and depreciation,’ so 
if a machine does not yield enough to cover these charges, its 
quasi-rent is negative. 

Marshall is concerned almost exclusively with the causal rela- 
tionship between quasi-rents and prices; he devoted little atten- 
tion to the measurement of the quasi-rent of any particular tem- 
porarily specialized resource. His main discussion implies (but 
not strongly) that the marginal productivity theory is applica- 
ble,4 and it contains no analysis of the difficulties in applying the 
theory to short-run phenomena. 

Elsewhere, however, Marshall appears to recognize that there 
are difficulties present in the short-run application; the relevant 
passages deserve rather full quotation: 

The fact is that the incomes derived from the specialized capital and the 
specialized skill belonging to all the various industrial classes engaged in 
producing houses, or calico, or anything else, depend very much on the 
general prosperity of the trade. And in so far as this is the case they may be 
regarded for short periods as shares of a composite or joint income of the 
whole trade... .. 

Indeed, in some cases and for some purposes, nearly the whole income of a 
business may be regarded as a quasi-rent In other words it is a com- 
posite quasi-rent divisible among the different persons in the business by 
bargaining, supplemented by custom and by notions of fairness. 


In a footnote to these remarks, Marshall says that the allocation 
of income among specialized resources is ‘theoretically arbitrary.” 

From these considerations it would appear that when there are 
several quasi-rents, they are indistinguishable. This is also the 


» Op. cit., pp. viii, 74, 362 n., and 412. 33 [bid., p. 426 n. 

4 Ibid., Book V, chaps. viii and ix, esp. pp. 406 ff. and 419 ff. 

38 [bid., pp. 625 and 626. A footnote appended to composite quasi-rent refers the 
reader to nonexistent Sec. 8 of Book V, chap. x. On the basis of the fourth edition 
of the Principles, the last in which a meaningful cross-reference is given, the refer- 
ence should be to Book V, chap. xi, Sec. 7, of the eighth edition, which is discussed 
below in the text. 
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implication of Marshall’s approval of the analogy of “composite 
rents” to the indeterminacy of duopoly.** But the important pas- 
sage on composite rents (e.g., the rent of “land” and the rent of 
improvements) is more restrained.*7 Marshall states that if a 
composite rent is produced by two resources, each of which is 
freely variable, it is possible to impute to each its separate rent. 
If the proportions between the two are fixed, there is no unique 
imputation between the resources.** This solution is not fully 
applicable to true quasi-rents, despite Marshall’s reference to it, 
since it relates to long-run equilibrium and to (Ricardian) rents, 
not to short-run quasi-rents. 

We may isolate several different cases implicit in Marshall’s 
analysis: (1) Where there is only one “fixed” factor, its quasi- 
rent is of course the residual remaining after payments for the 
variable productive services. Since this quasi-rent is a residual, 
it is also a marginal product. (2) When two or more “‘fixed”’ fac- 
tors are present, and they are indivisible, their quasi-rents cannot 
be distinguished. (3) Where two or more “‘fixed’’ factors are pres- 
ent, and they are divisible, so their proportions may be varied 
effectively at the margin, their quasi-rents will be in the same 
ratio as their marginal products. 

There can be no serious disagreement with these conclusions, 
but they are essentially formal rules and cast no light on the pe- 
culiarities of short-run distribution. Following the procedure of 
the previous sections of this paper, cases of progressive complexity 
will be taken up in turn. 


COMPLETELY UNADAPTABLE FIXED FACTORS 
1. One fixed factor: divisible—-The marginal productivity the- 
ory sheds no light on this case, for the fixed factor has a zero 


36 Tbid., p. 494 n. 31 [bid., pp. 453-54. 

38 Marshall goes farther and asserts, apropos of a single water power source: 
‘Even if there were other sites at which the water power could be applied, but not 
with equal efficiency, there would still be no means of deciding how the owners of 
the site and the water power should share the excess of the producers’ surplus which 
they got by acting together, over the sum of that which the site would yield for some 
other purpose, and that which the water power would yield if applied elsewhere” 
(ibid., p. 454). This argument must rest on the assumption that there are no close 
substitutes for the best site. 
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marginal product for all outputs less than optimum, and there- 
after the marginal product becomes infinite (see Fig. 2, A). In 
this case quasi-rents are obviously a pure residual. 

2. One fixed factor: indivisible——Here there can be only one 
output for the firm (see Fig. 3, A), and at this output quasi-rents 
are a residual. 

3. Several fixed factors: divisible—With several fixed elements 
of plant, residual analysis will yield no distribution of quasi-rents 
among these elements. There appears to be only one possible 
solution: If the units of fixed plant are mobile, and if there are 
close substitutes for them in other firms (or plants),*° it is possible 
to set minimum rates on the remunerations which will reduce 
greatly the range of the indeterminacy in the distribution of quasi- 
rents. This is of course Béhm-Bawerk’s theory of distribution.” 

Parenthetically, it may be added that Walras’ solution, by a 
system of simultaneous equations, does not seem appropriate to 
the cases so far considered. His technique is applicable only where 
the same resources are utilized in different proportions in different 
firms or industries. In the case of unadaptable plant, variability 
of proportions simply cannot arise. Georgescu-Roegen’s elegant 
generalization of a mixed case of fixed and variable production 
coefficients is also inapplicable, at least in its present form, since 
it deals only with long-run equilibrium with full employment of 
unadaptable factors.“ 

4. Several fixed factors: indivisible ——This does not differ greatly 
from the Case 2, since several unadaptable machines are for all 
practical purposes one machine. The distribution of quasi-rents 
is indeterminate. 


PARTIAL ADAPTABILITY OF FIXED FACTORS 


Once partial adaptability is introduced, indeterminacy is di- 
minished and in certain cases removed, for now the marginal pro- 

#9 If these other machines are identical, the solution remains indeterminate, 
since effective proportions will be identical everywhere. 

* Cf. Positive Theory of Capital (1891), Book III, chap. ix. 

* Op. cit., p. 42. In his notation he postulates that F (a, b, y) = 9, where @ is 
the maximum product to be secured from y (the unadaptable factor). In the short 
run F (a, b, y) may well be less than 9. 
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ductivities of divisible items of plant are positive and finite, with- 
in the relevant range of output. The marginal productivity curves 
of these fixed factors will be steeper, the less the adaptability be- 
comes, but it does not seem necessary that they be treated by a 
fixed-coefficients approach. 

In one case, however, a fixed-coefficients approach is indis- 
pensable. If some elements of fixed plant are indivisible (and this 
situation appears to be common), no form of incremental analy- 
sis is possible. If the elements of plant in question are immobile, 
only residuals of total quasi-rents will be ascertainable, but if the 
elements of plant are mobile, Walras’ approach is feasible. Then 
the plant elements will in all probability be combined with other 
productive services in different proportions in different firms (or 
possibly in different industries), and by “simultaneous equa- 
tions” analysis, the separate quasi-rents may be isolated. 

Flexibility of plant has uncertain effects on the allocation of 
total quasi-rents. To the extent that flexibility involves divisi- 
bility of plant, the solution of the short-run distribution problem 
continues to turn primarily on adaptability.” If flexibility is se- 
cured by transferring resources from the fixed to the variable cate- 
gory, to that extent the quasi-rent problem is eliminated. If 
flexibility involves the ability to combine physical elements of 
plant with variable amounts of other productive services, the 
marginal productivities of these plant elements will increase rela- 
tive to those of the variable services at outputs removed from the 
optimum. Which of these, or of many other possible, forms of 
flexibility is generally utilized by entrepreneurs is a question of 
fact that cannot be answered at present. 

Finally, when short-run alterability of plant is recognized, the 
distributive problem becomes extremely complex. There are then 
few, if any, truly “fixed” items of plant, but their variability is a 
function of anticipated prices and of the degree of confidence the 
entrepreneur has in these anticipations. The discounted antici- 
pated future marginal products of the “fixed” services are de- 
cisive in the determination of the maintenance, replacement, and 


# Schneider believes that only limitational (i.e., unadaptable) productive services 
are indivisible (cf. op. cit., ©. 51). 
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short-run alteration policies of the firm. The nature of the com- 
plications in this case has already been carefully analyzed by A. G. 
Hart,*? and can be passed over here. Until detailed analysis is 
made of the determinants of these anticipations, however, dis- 
tribution theory can make only formal allowance for short-run 
alterations of plant. 

Although one may frequently (but not always) speak of short- 
run marginal products, if the foregoing analysis be accepted, such 
marginal products bear no simple or direct relationship to the 
marginal products of “‘normal value” analysis. A portion of the 
product will generally be attributable to each element of fixed 
plant, but this portion will change with time unless the firm is 
in equilibrium. It is not even possible to say that the short-run 
marginal product will approach identity with the long-run mar- 
ginal product with the passage of time, unless specific and to some 
extent unrealistic assumptions are made concerning the durability 
of plant and the extent and frequency of revisions of anticipations 
and concomitant alterations of plant. Once a disequilibrium situa- 
tion is permitted—and it is the great advantage of partial equilib- 
rium analysis that it is feasible to do this—there is no assurance 


of unique equilibriums independent of the path of movement of 
economic phenomena. 


43 Cf. “Imputation and the Demand for Productive Resources in Disequilib- 
brium,” Explorations in Economics (1936), pp. 264-71. 
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I. A RECONSIDERATION OF MARX’S MIDDLE-CLASS 
THESIS NECESSARY 


E contemporary importance of the middle class in the 
politics of democratic no less than Fascist states serves to 
call up for re-examination the famous Marxian thesis con- 

cerning its disappearance. That Marx failed to make due allow- 
ance for the growth of the middle class is today one of the chief 
criticisms of his theory of economic development. The reason for 
this failure has been attributed to Marx’s limited conception of 
social classes. 

According to the criticism, Marx’s conception of social classes 
was based upon English capitalism of the late eighteenth and 
early nineteenth centuries. At that time the modern corporation 
with its numberless white-collar employees, in addition to indus- 
trial wage-earners, had just begun to make its appearance. In 
consequence, the classes as Marx knew them comprised only the 
industrial capitalists (the bourgeoisie), the petite bourgeoisie (the 
middle class of shopkeepers, independent farmers, and artisans), 
the industrial workers (the proletarian class), and the landowning 
aristocracy. Marx was thus compelled to project his theory of eco- 
nomic change on the basis of a much simpler class structure of 
society than that which developed in the decades after his death 
in 1883. His primitive conception of society’s class structure 
caused him to reason that with the accumulation of capital, the 
increased competition between the great capitalists for markets, 
and the corresponding growth in large-scale production, the petty 
bourgeoisie disappears, that is, it slips down into the proletariat. 
Thus the conflict that is to end in the dissolution of capitalism and 
the dictatorship of the proletariat becomes for all practical pur- 

328 
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poses a conflict between two great classes: the industrial capi- 
talists and the industrial proletariat. 

When Marx’s thesis is stated in this exceedingly broad way, 
devoid of his qualifications or any statement of the dialectics of 
economic movement as conceived by him, it is too simple and 
quite unrealistic. It is true that this oversimplified statement of 
the role of the middle class is to be found in the Communist M ani- 
festo. But the Manifesto account is in decided conflict with Marx’s 
treatment elsewhere. For example, in one of his numerous criti- 
cisms of Ricardo, Marx observed: 


These are the contradictions from which Ricardo struggles to free him- 

What he forgets to emphasize is the increase of those standing 

between the workers, on the one side, and the capitalists and landowners, on 

the other, who are chiefly paid directly by the industrial capitalists from the 

revenue in contradistinction to capital and who weigh as a load on the labor 

foundation and increase the social security and power of the upper ten 
thousand.* 


Again, in stating the assumptions and qualifying the conditions 
under which he carried forward his analysis of capitalism, Marx 
made the following comment: 


We have to consider simply the form that capital undergoes in its dif- 
ferent progressive transformations. There are thus not developed the real 
relationships within which the real productive process proceeds. It is always 
assumed that the commodity is sold at its real value. The competition of 
capital is not considered, still less the existence of credit, still less the real 
constitution of society which in no way simply consists of the working class 
and the industrial capitalists 


If one takes the theory of class struggle and the conception of 
social classes underlying it in the bold and simple form in which 
they are presented in the Communist Manifesto, one is bound to 
arrive at an extremely naive interpretation of these ideas. The 
Manifesto is a revolutionary document but not a scientific treatise. 
It is neither a Critique of Political Economy nor a Theorien ueber 
den Mehrwert, but what its name implies—a manifesto of political 
principles, not an organized body of economic doctrine. This does 

‘Karl Marx, Theorien ueber den Mehrwert, herausgegeben von Karl Kautsky 
(Stuttgart, 1905), Band II, Theil II, S. 368. 

2 Ibid., S. 263-64. 
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not mean that the work of Marx can be divided into mutually 
exclusive categories of scientific analysis, on the one hand, and of 
revolutionary action, on the other. The separation of theory from 
practice was wholly foreign to Marx’s nature. But it is not too 
much to insist that Marx’s purpose in the Manifesto was to impel 
men to action and not to analyze society, scientifically. While 
most of his ideas appear in the Manifesto, they are of necessity 
presented there in the broadest and most striking manner. They 
are not clearly defined nor elaborated as in Capital. Moreover, 
the philosophical assumptions underlying the ideas are not set 
forth as in the earlier Heilige Familie and the Deutsche Ideologie. 
Compare, for example, the concept of “increasing misery,” which 
parallels that of the “disappearance of the middle class,”’ as it is 
presented in the Manifesto, with its refinements in Marx’s later 
scientific work. In the Manifesto Marx stated: 

The serf, in the period of serfdom, raised himself to membership in the 
commune, just as the petty bourgeois, under the yoke of feudal absolutism, 
managed to develop into a bourgeois. The modern laborer, on the contrary, 
instead of rising with the progress of industry sinks deeper and deeper below 
the conditions of existence of his own class. He becomes a pauper, and pau- 
perism develops more rapidly than population and wealth. 


On the basis of this and other statements in the Manifesto, sup- 
porters as well as critics of Marx have imputed to him an all too 
simple theory of “increasing physical misery” which is to be 
measured by the progressive decline in working-class income. 
Yet, in Value, Price, and Profit we find the following statement: 

When capital is increasing fast, wages may rise, but the profit of capital 
will rise much faster. The material position of the laborer has improved, but 
it is at the expense of his social position. The social gulf which separates him 
from the capitalist has widened. Finally, the meaning of the most favorable 
condition of wage-labor . . . . that is, the quickest possible increase of pro- 
ductive capital—is merely this: The faster the working classes enlarge and 
extend the hostile power that dominates over them, the better will be the 
conditions under which they will be allowed to labor for the further increase 
of bourgeois wealth and for the wider extension of the power of capital, and 
thus contentedly to forge for themselves the golden chains by which the 
bourgeoisie drags them in its train.‘ 

3 Marx and Engels, “The Communist Manifesto,” The Essentials of Marx, ed. 
Algernon Lee (New York, 1926), p. 43. 

4 Marx, “Value, Price, and Profit,” in Lee, op. cit., pp. 103-4. 
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Furthermore, in Capital he wrote in the same tenor: 


.... Within the capitalist system all methods for raising the social pro- 
ductiveness of labour are brought about at the cost of the individual la- 
bourer; all means for the development of production transform themselves 
into means of domination over, and exploitation of, the producers; they 
mutilate the labourer into a fragment of a man, degrade him to the level of 
an appendage of a machine, destroy every remnant of charm in his work and 
turn it into a hated toil; they estrange him from the intellectual potentialities 
of the labour process in the same proportion as science is incorporated in it as 
an independent power; they distort the conditions under which he works, 
subject him during the labour-process to a despotism the more hateful for its 
meanness; they transform his life-time into working-time, and drag his wife 
and child beneath the wheels of the Juggernaut of capital It follows 
therefore that in proportion as capital accumulates, the lot of the labour, be 
his payment high or low, must grow worse.s 


From these citations it is evident that (1) “increasing misery” 
does not necessarily mean an absolute decline in the material 
well-being of the working class and (2) it has a much more com- 
plicated meaning than the progressive worsening of working-class 
material status as stated in the Manifesto. One arrives at a wholly 
different conception of “increasing misery” by studying it within 
the framework of the whole body of Marx’s teachings. By follow- 
ing the same procedure, one likewise arrives at a different view of 
the “disappearance of the middle class” from that stated in the 
Manifesto. If one would understand Marx, or for that matter any 
other thinker, one must study his work as a whole and in the spirit 
in which he wrote rather than mechanically and literally follow 
his generalizations. 

At best a theory can only outline the main or controlling fea- 
tures of society and approximately embrace the ramified com- 
plexities of life. This by no means diminishes its importance as a 
guide to our knowledge of the social world and our efforts to con- 
trol it. And we think that in formulating his theories Marx sought 
to portray not the detailed facts of life which he admitted would 
change but the dominant and inherent forces of capitalist econ- 
omy. To facilitate this portrayal he was forced, like any other in- 
vestigator, to conduct his inquiry under numerous provisional 
assumptions in which only idealized relationships were taken into 


5 Capital, ed. Kerr (Chicago, 1906), I, 708-9. Also, see p. 573. 
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account. No one was more aware than Marx of his obligation as a 
scientist to qualify the results of such a procedure in order to 
make his theories as realistic a picture as possible of the concrete 
facts of life. But he was certainly under no such obligation in his 
day-to-day leadership of the labor struggle. In fact, political pru- 
dence dictated that he proclaim his principles in a pure and 
unqualified form. A leader who waters down his principles and 
hedges them in by numerous “ifs” and “‘buts” may be able to 
gather a coterie of intellectual followers about him, but he would 
hardly be able to build an effective mass movement in this way. 
Yet no student of society is in a position either to affirm or to 
deny the validity of Marx’s theories until he knows how Marx 
qualified them and the methodological assumptions and precon- 
ceptions on which the theories rest. Thus we think that Marx’s 
thesis of the disappearance of the middle class should be examined 
(1) from the standpoint of the method he employed to show the 
dominant forces of a capitalist economy and (2) in the light of his 
qualifications of abstract concepts and principles. 


II. PURE CAPITALISM: THE MIDDLE CLASS® EXCLUDED 


The three dominant classes in modern society, according to 
Marx in the third volume of Capital, are the landowners, the 
industrial capitalists, and the industrial proletariat. In his words, 
“the owners of mere labor-power, the owners of capital, and the 
landlords, whose respective sources of income are wages, profit, 
and ground rent, in other words, wage-laborers, capitalists, and 


6 To avoid confusion over the use of the term “middle class,” it should be noted: 
Historically, the middle class, or the bourgeoisie, as it is frequently called, denotes 
the present capitalist class of bankers, financiers, and industrialists who own the 
means of production. In Marx’s day this class was called the middle class because it 
stood between the aristocratic landowning class, on the one hand, and the working 
class, on the other. Today, however, with the disappearance of the landowning 
aristocracy, as a distinct class, the capitalist class is no longer a middle class as it was 
at the time Marx wrote. What we now call “middle class” is Marx’s petty bour- 
geoisie which comprises the small businessman, the small independent farmer, and 
the white-collar employee. This middle class occupies an intermediate position be- 
tween the great financiers and industrialists, on the one hand, and the industrial 
workers, on the other. 
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landlords, form the three great classes of modern society resting 
upon the capitalist mode of production.” 

In adopting this threefold class division as the mechanism of 
economic change, Marx follows the classification established by 
Smith and Ricardo and accepted in a slightly modified form by 
the modern theoretical economists. Marx, however, thought that 
with the expansion of the capitalist system the distinction be- 
tween land and capital, and, therefore, between the landowning 
and capitalist classes, disappears. This takes place as the result of 
the increasing application of capital to land, the breakup of feudal 
estates, and the organization of agriculture on a business or 
capitalistic basis. According to Marx, landed property thus be- 
comes transformed into a form of property appropriate to the 
capitalist mode of production. 

In predicting the disappearance of the distinction between land 
and capital, Marx anticipated the position which later “‘bour- 
geois’’ economists were to take. These economists denied that any 
clear-cut difference could be made between land and capital as 
factors of production. From this premise they concluded that it 
was illogical to separate rent and interest into mutually exclusive 
categories of income associated with land and capital, respective- 
ly. This, however, was not the main conclusion that Marx drew. 
For him the absorption of the landlords by the capitalists did not 
merely mean an identification of what Ricardo and the whole 
classical school regarded as separate types of income. It meant 
the fusion of two classes. It expressed the absolute tendency of 
capitalism to divide society into two classes.. 

Marx knew in 1844, as he did in the sixties when he began work 
on the third volume of Capital, that society was not actually 
divided into two classes. Although the absorption of the land- 
owners by the industrial capitalists was progressing on a grand 
scale during his lifetime, the complete fusion of the two classes 
had not actually taken place. Marx was aware not only of this 
but also of the existence of other social groups that made a three- 
fold class stratification, to say nothing of a twofold one, an im- 
perfect picture of the real class structure of society. For, after he 


’ Capital, ed. Kerr (Chicago, 1909), III, 1031. 





334 ABRAM L. HARRIS 


stated that society is divided into three dominant classes, he 
added: 


In England, modern society is indisputably developed most highly and 
classically in its economic structure. Nevertheless the stratification of classes 
does not appear in its pure form, even there. Middle and transition stages 
obliterate even here all definite boundaries, although much less in the rural 
districts than in the cities.® 


This reference to the “imperfect” stratification of the classes and 
to the existence of “middle and transition stages” was not an 
afterthought that Marx lugged into his analysis. In his early phi- 
losophical as well as his political writings he referred again and 
again to these “middle layers” of society. In the 18th Brumaire of 
Louis Bonaparte he stated: 

The bourgeois republic was victorious. There rallied to its support the 
financial aristocracy, the industrial bourgeoisie, the middle class, the petty 
bourgeoisie, the army, the intellectuals, the clergy, and the rural population. 
The Parisian proletariat stood alone.® 


Then again, in Die deutsche Ideologie, he wrote: 


Trade and commerce create the great bourgeoisie. The small burgher, 
who no longer as earlier rules the town but must submit to the mastery of 
the great merchants and manufacturers, is concentrated in the handicraft 
trades.*° 


Above these sentences Marx wrote the following words: “small 
burgher, middle ranks, great bourgeoisie.” He thought that in 
spite of their dwindling industrial importance the small burgher 
and the middle ranks of society constitute “‘an important class in 
every modern body politic.”” The fact that these middle classes or 
transient layers actually exist in society and prevent the division 
of it into two or even three great classes" was of utmost political 
importance to Marx. But he observed that this “is immaterial for 
our analysis’’’ of the capitalist process. 

8 Ibid. 

* Translated from the German by Eden and Cedar Paul (New York, 1926), p. 32. 


® Marx and Engels, “Die deutsche Ideologie,” Gesamtausgabe, herausgegeben 
von V. Adoratsky (Moscow, 1932), Abt. I, Band V, S. 46. 


"™ Capital, III, 1031. 3 Tbid. 
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THE CAPITALIST PROCESS 

Marx’s analysis of the capitalist process of production rests on 
two spheres of production: large-scale manufacturing and agricul- 
ture. The emphasis, though, is on manufacturing. Although he 
enumerates two other spheres of production—the extractive in- 
dustries and transportation and communication'*—he brings 
them into his analysis only incidentally. Manufacturing industry 
embodies, par excellence, the characteristic features and relations 
of the capitalist process. In this process natural objects and mate- 
rials are transformed into commodities by labor. On one side of 
the process is to be found the capitalist class which owns the 
instruments of production including the land. On the other side is 
to be found the wage-earning or working class which owns nothing 
but its labor power. The working class sells its labor power to the 
capitalist class in order to live. With the money paid it in the 
form of wages, and with the instruments of production and the 
raw materials advanced it by the capitalist class, the working class 
creates a new product which includes wages advanced and a sur- 
plus which goes to the capitalist. 

This process tends to encompass all spheres of production. 
With the expansion and development of the process, property is 
increasingly concentrated in fewer hands and society is more and 
more divided into two classes: the propertyless and the proper- 
tied, the capitalist and the laboring classes. If, then, all the 
spheres of production of society were conducted on the basis of the 
capitalist process, the character of its economic life would be as 
follows: All labor would be wage labor divorced from the owner- 
ship of land and from the means of production. All property 
would be concentrated in the hands of a relatively few capitalists. 
Such a complete dominance of economic life by the capitalist 
process would mean the annihilation of all “‘noncapitalist”’ spheres 
of production. The artisan and farmer, the shopkeeper and the 
small merchant, would lose even the semblance of independence 
they now derive from the ownership of their small capital and the 
exploitation of their own labor power. They and, likewise, the 
doctors, lawyers, actors, artisans, and teachers would become 


*3 Mehrwert, 1, 427, and Capital, ed. Kerr (Chicago, 1909), II, 172. 
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members of the working class. Society would then be divided into 
two classes only: capitalists and wage-earners. A society of this 
kind would conform to one of the conditions of pure capitalism, 
that is, a twofold class structure. 

In the real life of capitalist society no such exclusive dominance 
of the capitalist process, with the twofold class division that it 
tends to create, is to be found. Yet from Marx’s standpoint this 
exclusive dominance must be provisionally assumed if the in- 
herent characteristics of capitalist production and the forces that 
bring about its collapse are to be seen in their pure form, un- 
obstructed by countervailing influences. 


THE CONCEPT: PURE CAPITALISM 

Marx’s method of analysis is best described by the term “pure 
capitalism,” although he never used it. The first person to use the 
term was Henryk Grossman in his Das Akkumulations- und 
Zusammenbruchsgesetz des kapitalistischen Systems (“The Law of 
Accumulation and Collapse of the Capitalist System” [Leipzig, 
1929]). As employed here the term denotes the simplified condi- 
tions and assumptions under which Marx projected his theory of 
economic development. These conditions and assumptions help 
to reveal the laws of capitalist production in their ideal form. But 
before we discuss what pure capitalism involves and why it elimi- 
nates the middle class, let us, for purposes of analysis, ascertain 
the justification for describing Marx’s method in this way. 

The justification for using the term “pure capitalism” is to be 
found in numerous passages in which are hidden Marx’s state- 
ments of his assumptions and methodology. In one place he said 
it must be assumed that “the laws of capitalist production evolve 
in their pure form” although in real life they are obstructed by 
practical frictions and therefore only tend to be realized. He 
stated: 


Such a general rate of surplus-value—as a tendency, like all other eco- 
nomic laws—has been assumed by us for the sake of theoretical simplifica- 
tion. But in reality it is an actual premise of the capitalist mode of produc- 
tion, although it is more or less obstructed by practical frictions causing more 
or less considerable differences locally, such as the settlement laws for Eng- 
lish farm laborers. But in theory it is the custom to assume that the laws of 
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capitalist production evolve in their pure form. In reality, however, there is 
always but an approximation. Still, this approximation is so much greater to 
the extent that the capitalist mode of production is normally developed, and 
to the extent that its adulteration and amalgamation with remains of former 
economic conditions is outgrown." 


This assumption that “the laws of capitalist production evolve 
in their pure form” is fundamental in Marx’s method of analysis. 
The validity of the assumption is based on the fact that all non- 
capitalist spheres of production tend either to be eliminated by 
the expansion of capitalist production or to be subordinated to it. 
Nevertheless, at any given time there actually exist in economic 
life ‘numerous and large spheres of production which are not 
operated on a capitalist basis (such as farming by small farm- 
ers),’”*S and which “are interpolated between the capitalist spheres 
and interrelated with them.”** The existence of these noncapital- 
ist spheres masks the real forces that are at work in capitalist 
society. If, then, one wishes to understand the inner secrets of a 
society based upon the capitalist mode of production and of the 
forces that lead to the collapse of this society, one must provision- 
ally exclude all those conditions that mask or counteract the 
normal tendencies of capitalism or the manifestation of its laws in 
their pure form. Marx explained: 


And while the compensation of wages and working days, and thereby 
of the rates of surplus-value, between the different spheres of production, or 
even different investments of capital in the same sphere of production, is 
checked by many local obstacles, it is nevertheless accomplished at an in- 
creasing degree with the advance of capitalist production and the subordina- 
tion of all economic conditions under this mode of production. The study of 
such frictions, while quite important for any special work . . . ., may be dis- 
pensed with as being accidental and unessential in a general analysis of 
capitalist production. In such a general analysis it is always assumed that 
the actual conditions correspond to the terms used to express them, or, in 
other words, that actual conditions are represented only to the extent that 
they are typical of their own case." 


In the economic movement the “normal,” “typical,” or “social- 
ly necessary” relationships are to be seen only under theoretically 
simplified and “frictionless” conditions. It is only under these 


™ Capital, III, 206. 1s Tbid., p. 231. %6 Ibid. 11 [bid., pp. 168-69. 
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conditions that the dev'xtions from the norm are equalized and 
the accidental or occasional departures from it lose their signifi- 
cance. Thus in comparing the methods of the physical and social 
sciences, Marx observed: 

The physicist either observes physical phenomena where they occur in 

their most typical form and most free from disturbing influence, or, wherever 
possible, he makes experiments under conditions that assure the occurrence 
of the phenomenon in its normality."* 
Like the physicist, the economist must investigate his data so as 
to discover their “‘typical” relationships. But since “in the analy- 
sis of economic forms, neither microscopes nor chemical reagents 
are of use, the force of abstraction must replace both.’”*® Thus, if 
the economic inquiry is to “trace out the inner connection of the 
forms of development,” it must of necessity be conducted under 
numerous suppositions and provisional assumptions until the phe- 
nomena are understood in their pure and typical form. Pure capi- 
talism is one of these provisional assumptions under which Marx 
conducted his inquiry. It is a methodological device which makes 
possible a theoretical demonstration of the normal course of 
capitalist development. Under the assumption of pure capitalism 
the analysis begins with the most elementary or simplified condi- 
tions in order to portray the typical relationships, the real nature, 
of more complicated and varied conditions which are gradually 
brought within the scope of the inquiry. 

The fact that pure capitalism does not coincide with reality 
does not mean that it is a fiction. It is a conceptual tool of analy- 
sis. And the words of Engels in his defense of Marx’s labor theory 
of value as a concept are applicable here in regard to pure capi- 
talism. In his letter to Schmidt, Engels said: 


The reproaches you make against the law of value apply to all concepts, 
regarded from the standpoint of reality. The identity of thought and being, 
to express myself in Hegelian fashion, everywhere coincides with your ex- 
ample of the circle and the polygon. Or the two of them, the concept of a 
thing and its reality, run side by side like two asymptotes, always approaching 
each other yet never meeting. This difference between the two is the very. 
difference which prevents the concept from being directly and immediately 
reality and reality from being immediately its own concept. But although a 


8 Tbid., I, 12-13. 19 Ibid., p. 12. 
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concept has the essential nature of a concept and cannot therefore prima facie 
directly coincide with reality, from which it must first be abstracted, it is still 
something more than a fiction, unless you are going to declare all the results 
of thought fictions because reality has to go a long way round before it cor- 
responds to them, and even then only corresponds to them with asymptotic 
approximation.?¢ 


The function of the concept of pure capitalism is to set forth the 
theoretical backbone of knowledge of the dominant and control- 
ling economic process. Once this is accomplished the facts of the- 
ory must be brought into harmony with empirical reality. Thus 
the exclusion of the middle class under conditions of pure capi- 
talism does not mean that this class is nonexistent at any given 
time in the life of society. But it does mean that the middle class 
is unimportant so far as the basic economic process is concerned 
and that it tends to disappear under the impact of the process. 
Now, if we are to understand why the middle class tends to lose 
its status as a class, we must first discover the forces of the 
capitalist process which bring about this condition. In brief, we 
must first study the capitalist process as if the middle class did not 
actually exist, if we are to understand the historic destiny of this 
class. Only on the basis of an understanding of the historical role 
of the middle class are we able to know its social and political sig- 
nificance at any given time in the world of empirical reality. 


THE EXCLUSION OF THE MIDDLE CLASS 

We have noted that although Marx stated that “the real con- 
stitution of society in no way simply consists of the working class 
and the industrial capitalists,” his analysis is premised on a two- 
fold class structure of society. Apart from the capitalist class, he 
said, “there is according to our assumption—the general and 
exclusive domination of capitalist production—no other class but 
the working class.’’** All dritte personen (third persons) are ex- 
cluded. 

Dritte personen is a term which Marx used to designate two dif- 
ferent but more or less related categories of people. The first 

* Marx and Engels, Selected Correspondence (New York: International Pub- 
lishers, n.d.), pp. 527-29. 

* Capital, II, 401. 
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category includes such independent producers as small farmers, 
independent handicraftsmen, and all other hangovers of an earlier 
mode of production who function outside the capitalist process 
proper. The second category includes two groups: (1) priests, 
shopkeepers, lawyers, state officials, professors, artists, teachers, 
physicians, and soldiers, who exist on the basis of the capitalist 
process but who do not participate in it; and (2) merchants, 
middlemen, speculators, commercial laborers (white-collar em- 
ployees), managers, foremen, and all other officials who “com- 
mand in the name of capital.” 

Why should these categories of so-called third persons be pro- 
visionally excluded from the analysis? First, let us take up the 
independent farmers and handicraftsmen. According to Marx, the 
independent farmer and handicraftsman possess a twofold produc- 
tive character in capitalist society.” As the owners of their means 
of production, they are capitalists. As the owners of their labor 
power, they are wage-earners. Thus, they pay themselves wages 
as capitalists and derive profit from their capital. They, in other 
words, exploit themselves as wage-laborers and pay themselves 
the tribute in surplus products which capital customarily appro- 
priates from labor. Marx stated that although these two forms of 
production exist outside the capitalist process they assume the 
character of the process. It is generally true that social relation- 
ships which are far removed from the dominant character of a 
society are impressed with the basic features of that society. 
Thus, under feudalism, the simple money relations between usurer 
and borrower, while in no way involving the reciprocal personal 
services of lord and vassal, were looked upon as if they did. It was 
likewise thought that the small peasant owned his goods as a fief. 
These fictions were characteristic of a society of graded mastery 
and servitude. To understand why peasant ownership or the 
debtor-creditor relationship in feudal society assumed a feudal 
character, one must study feudalism itself, not the peasant 
farmer and the usurer. Similarly, to understand why under capi- 
talism the independent farmer or handicraftsman unites within 
himself the productive functions of two classes but eventually 


2 Mechrwert, 1, 423-24. 
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loses this character by becoming either a worker or a capitalist, 
one must concentrate his attention not upon small-scale farming 
and handicraft production but upon the dominant productive 
process in capitalist society and the typical class relations created 
by the process. Marx stated: 

It is accordingly the law, that the economic development divides the 
functions between different persons, and the handworker or farmer, who 
produces with his own means of production is eventually either transformed 
into a small capitalist who exploits other people’s labor, or he is deprived of 
his means of production (this may happen first, although he remains the 
nominal owner... .) and is transformed into a wage-laborer. This is the 
tendency of the form of society in which the capitalist mode of production is 
dominant. In considering the essential relations of capitalist production it 
can be thus assumed (because this happens to be more and more approxi- 
mated, that the principal goal, the productive power of labor, can only under 
these circumstances, be developed to the highest point) that the whole world 
of commodities, all spheres of material production—the production of mate- 
rial wealth—have been subjected, formally or really, to the capitalist mode of 
production. In this assumption, which expresses the goal of capitalism, and 
which thus constantly approaches it more and more exactly, all labor con- 
cerned with the production of commodities is wage-labor, and the means of 
production confront this labor as capital in all spheres of production.?3 


The position of the other category of “third persons”—artists, 
physicians, professors, etc.—is analogous to that of the inde- 
pendent farmers and handicraftsmen. They, likewise, contribute 
nothing to our knowledge of the essential character of the capi- 
talist process. The process involves the sale of labor to the owners 
of the means of production. This labor incorporates itself in com- 
modities and produces a surplus-product. Although the service of 
these “third persons”’ is considered important by society, it does 
not incorporate itself in commodities and, therefore, does not give 
rise to a surplus-product. It is unproductive labor which is per- 
formed outside the process of capitalist production. As unproduc- 
tive laborers these “third persons” must receive their income from 
the expenditure of one of the two dominant classes involved in 
production. 

The unproductive character of the labor of these “third per- 
sons” does not arise from the fact that the product of their service 


3 Ibid., S. 424. 
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is intangible. For the distinction between unproductive and pro- 
ductive labor, as Marx conceived it, does not turn upon whether 
the products of labor are physical or nonphysical. Marx stated 
that “in and of itself, this distinction between productive and 
unproductive labor has nothing to do with the particular speciali- 
zation of labor or with the particular use-value in which this 
specialized labor is incorporated.”** To be productive means, ac- 
cording to Marx, to be productive “in the capitalistic sense.” In 
this sense productive labor is that type of labor which not only 
replaces the old value advanced it by the capitalist in the form of 
wages but which also adds something to it; in other words, creates 
a new value in the form of a surplus product. Productive labor, 
then, objectifies more labor time in the new product than that 
which is contained in the product on which the working laborer 
subsists.** Accordingly, a cook and a waiter in a public hotel are 
productive workers in so far as their labor transforms itself into a 
surplus product (profit) for the hotel owner. But the same persons 
are unproductive laborers when employed as menial servants.” 
In like manner, “‘an actor or even a clown is a productive worker, 
if he works in the service of a capitalist (or an entrepreneur) to 
whom he gives more labor time than is contained in the wages 
received from him. But a bushelman who goes to the house of a 
capitalist and repairs his trousers, creates for the capitalist simply 
a use-value and is, therefore, an unproductive laborer.’’? 

If the worker-capitalist relation spreads to medical service, 
amusements, and education, the physician, the artist, and the 
professor are reduced to the status of wage labor.** And the labor 
of these “third persons” is no longer unproductive. But until this 
happens these persons play no part in the capitalist process of 
production and must, therefore, be excluded from the analysis of 
the essential character of that process. For whether the process is 
considered from the standpoint of the production of commodities 
or from that of the distribution of income, “there are only two 
points of departure: The capitalist and the laborer. All third 

™ Ibid., S. 263. 

*s Ibid., S. 253-54. #1 Ibid., S. 259-60. 

*% Ibid., S. 261. 8 Tbid., S. 425-27. 
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classes or persons must either receive money for their services 
from these two classes, or, to the extent that they receive it with- 
out any equivalent services, they are joint owners of the surplus- 
value in the form of rent, interest, etc.’ 


All members of society not directly engaged in reproduction, with or with- 
out labor, can obtain their share of the annual product of commodities—in 
other words, their articles of consumption—primarily only out of the hands 
of those classes who are the first to handle the product, that is to say, produc- 
tive laborers, industrial capitalists, and real estate owners. To that extent 
their revenues are substantially derived from wages (of the productive 
laborers), profit, and ground rent, and appear as indirect derivations when 
compared to these primary sources of revenue. But, on the other hand, the 
recipients of these revenues, thus indirectly derived, draw them by grace of 
their social functions, for instance that of a king, priest, professor, prostitute, 
soldier, etc., and they may regard these functions as the primary source of 
their revenue.3° 


FUNCTIONARIES IN TRADE AND MARKETING—EXCLUDED 
Wholesale merchants, middlemen, brokers, speculators, com- 
mercial laborers (bookkeepers, clerks, selling agents, cashiers, 
etc.), and other functionaries engaged in marketing and trade, 
are also provisionally excluded from the basic analysis of the 


capitalist process. 

The work of these economic groups as defined by Marx is to 
“circulate” commodities after they have been produced. He ad- 
mitted that this work of buying and selling commodities is neces- 
sary in capitalist society. But he held that the essential relations 
between capital and labor are obscured in the purchase and sale of 
commodities. It must accordingly be assumed that commodities 
are bought and sold without the intervention of middlemen, mer- 
chants, and their employees. He pointed out: 

Capitalist production does not only imply production on a large scale, but 
also necessarily sale on a large scale, in other words, sale to the dealer, not to 
the individual consumer Trading in commodities as a function of 
merchant’s capital is the premise of capitalist production and develops more 
and more in the course of development of this mode of production. Therefore 
we use it occasionally for the illustration of various aspects of the process of 
capitalist circulation; but in the general analysis of this process, we assume 


29 Capital, II, 384. 3° Tbid., p. 429. 
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that commodities are sold directly without the intervention of the merchant, 
because this intervention obscures various points of the movement.3 


WHAT THE CONCEPT OF PURE CAPITALISM SHOWS 

By excluding all those factors and conditions that obscure the 
essential or normal character of the productive and exchange rela- 
tions between capital and labor, the concept of pure capitalism 
reveals (1) Marx’s fundamental thesis that the basic conflict in 
modern economic society is between the proletarian and capitalist 
classes and (2) the absolute tendencies of the objective conditions 
that continually bring capitalist production to the point of col- 
lapse and that sooner or later cause the capital-labor antagonism 
to result in the overthrow of the system. 

The progressive accumulation of capital leads to the employ- 
ment of capital on an ever widening scale or to an increasing 
investment. On one side, the increased investment of capital ex- 
presses itself in the concentration of capital and in “its cen- 
tralization,” that is, “a devouring of small capitalists by the great 
capitalist and the decapitalization of the former.”? On the other 
side, it expresses itself in the disproportionate employment of con- 
stant capital as compared with the variable. This increase of the 
constant capital at the expense of the variable hems in the expan- 
sion of the productive power by restricting the power of consump- 
tion. It produces a relative “surplus population” through the dis- 
placement of labor and causes the rate of profit to sink. These are 
the expressions of the “historical tendency of capitalist accumula- 
tion,” which pure capitalism reveals. But Marx stated that this 
“absolute, general law of capitalist accumulation,” like all other 
laws, “is modified in its working by many circumstances, the 
analysis of which does not concern us here.”’33 Furthermore, “this 
process,”’ he said, “would bring about the collapse of capitalist 
production if it were not for counteracting tendencies which con- 
tinually have a decentralizing effect by the side of centripetal 
ones.’’34 

The analysis of these “modifying circumstances” and “counter- 


# [bid., p. 126. 33 Ibid., I, 707. 
32 Jbid., III, 288. 34 Ibid., III, 289. 
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acting tendencies,” found in different sections of the third volume 
of Capital, and, likewise, in Theorien ueber den Mehrwert, is not the 
task of a study of pure capitalism. But any realistic study of capi- 
talism must bring these “‘modifying circumstances” into the scope 
of the inquiry. Foremost among these modifying conditions is the 
existence of spheres of production into which small capitals enter 
when pushed to the wall by large industry. Next to this is the rise 
of new industries which are created by the growth of luxury, the 
refinement of wants and the creation of new ones, and the general 
expansion of commerce and trade. These new industries, the cause 
and effect of the expansion of labor’s productivity, absorb dis- 
placed labor and check the declining rate of return on invested 
capital. The new industries also create employment for the mid- 
dle class and for numerous types of unproductive laborers. By 
creating middle class and unproductive employments they modify 
the twofold class division as seen in the perspective of pure 
capitalism. Although the rise of new industries, the expansion of 
old and the creation of new wants, etc., prevent the manifestation 
of the laws of the capitalist economy in their pure form, they do 
not fundamentally alter the basic features and the nature of the 
economy. 


III. WHY THE MIDDLE CLASS HAS NOT DISAPPEARED 


The absolute tendency of the accumulation of capital is to 
weed out the smal! businessmen and to concentrate production in 
large establishments owned by a few great capitalists. Although 
the process of concentration has proceeded extensively during the 
iast half-century, it has not brought about the disappearance of 
the shopkeeper, small merchant, and independent farmer. This is 
due to the “imperfect subjugation” of the various spheres of 
business by the capitalist process. The “imperfect subjugation”’ 
was attributed by Marx to “the greater resistance, which some 
lines of production, by their nature, oppose to a transformation of 
manufacture [handicraft production] into machine production.”’5s 
The small capitals, therefore, crowd into these “noncapitalistic” 
spheres of production. In Marx’s words 
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The battle of competition is fought by cheapening of commodities. . . . . 
The cheapness of commodities depends, caeteris paribus, on the productive- 
ness of labour, and this again on the scale of production. Therefore, the 
larger capitals beat the smaller. It will further be remembered that, with the 
development of the capitalist mode of production, there is an increase in the 
minimum amount of individual capital necessary to carry on a business under 
its normal conditions. The smaller capitals, therefore, crowd into spheres of 
production which Modern Industry has only sporadically or incompletely 
got hold of. Here competition ranges in direct proportion to the number, and 
in inverse proportion to the magnitudes, of the antagonistic capitals. It al- 
ways ends in the ruin of many small capitalists, whose capitals partly pass 
into the hands of their conquerors, partly vanish.% 

The foregoing quotation pertains to the “old” middle class, not 
to the “new” middle class of “unproductive laborers,” managers, 
executives, superintendents, foremen, salesmen, clerks, and ste- 
nographers. The old middle class arose under individualistic con- 
ditions of capital accumulation while the new is a product of 
corporate ownership and monopoly. In the third volume of Capi- 
tal Marx discusses the changes in the conditions of capital ac- 
cumulation and in the character of property and ownership. It is 
with these changes that the rise of this new middle class was 
associated by him. 

By the time that Marx had begun to write the third volume of 
Capital, “monopoly and modern finance capital” had begun to 
appear. Under these conditions the accumulation of capital 
shifted from an “individualistic” to a “social” basis. The shift 
was brought about by the joint-stock company and the credit and 
banking system. With the appearance of these new institutions 
the accumulation of capital no longer rests upon the thrift and 
savings of the individual entrepreneur, but upon the savings of 
the community as a whole, including the workers. Commenting 
upon this change, Marx observed: 

Apart from this, with capitalist production an altogether new force comes 
into play—the credit system. ... . 37 The loans of the industrials and mer- 
chants among one another go hand in hand with loans made to them by the 
banker and money lender in the form of money. In the discounting of bills 
of exchange the loan is but nominal. A manufacturer sells his product for a 
bill of exchange and gets this bill discounted at some bill broker’s. In reality 
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this broker loans only the credit of his bank, and this banker loans to the 
broker the money of his depositors, made up of the industrial capitalists and 
merchants themselves, of drawers of ground rent and other unproductive 
classes, but also of laborers (in savings banks). In this way every industrial 
manufacturer and merchant gets around the necessity of keeping a large 
reserve fund and being dependent upon his actual returns.3* 


The banking and credit system thus abolishes the private char- 
acter of capital. 

This social character of capital is promoted and fully realised by the com- 
plete development of the credit and banking system. On the other hand this 
goes still farther. It places at the disposal of the industrial and commercial 
capitalists all the available, or even potential, capital of society, so far as it 
has not been actively invested, so that neither the lender nor the user of such 
capital are its real owners or producers. This does away with the private 
character of capital and implies in itself, to that extent, the abolition of 
capital. By means of the banking system the distribution of capital as a 
special business, as a social function, is taken out of the hands of the private 
capitalists and usurers. But at the same time banking and credit thus be- 
come the most effective means of driving capitalist production beyond its 
own boundaries, and one of the most potent instruments of crises and swin- 
dle.39 

Since the joint-stock company is an integral part of the credit 
and investment system, it helps further to develop the social 
character of capital and, at the same time, to change the char- 
acter of property and ownership. Under individualistic accumula- 
tion ownership and management were vested in the individual 
proprietor. But under social accumulation property takes on a 
corporate form which separates ownership from management and 
control. In his remarks on the “formation of joint stock com- 
panies” Marx said: 

By means of these: .... Transformation of the actually functioning 
capitalist into a mere manager, an administrator of other people’s capital, 
and of the owners of capital into mere owners, mere money-capitalists. Even 
if the dividends, which they receive, include the interest and profits of enter- 
prise, that is, the total profit (for the salary of the manager is, or is supposed 
to be, a mere wage of a certain kind of skilled labor, the price of which is 
regulated in the labormarket, like that of any other labor), this total profit is 
henceforth received only in the form of interest, that is, in the form of a mere 
compensation of the ownership of capital, which is now separated from its 
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function in the actual process of reproduction in the same way in which this 
function, in the person of the manager, is separated from the ownership of 
capital.¢° 


In producing these changes in the conditions of capital accumula- 
tion and in the nature of property, the corporation and the bank- 
ing system exercise a profound influence over the class structure 
of society. They make possible (1) the rise of men without wealth 
into the capitalist class and (2) the creation of new employments 
that are essentially middle class in character. 

The first condition is primarily the result of banking and credit 
which “secures the supremacy of capital itself” and “enables it to 
recruit ever new forces for itself out of the lower layers of society.” 
Marx described the influence in these words: 

Even in cases where a man without wealth receives credit in his capacity 
as an industrial[ist] or merchant, it is done [with] the confident expectation, 
that he will perform the function of a capitalist and appropriate some 
unpaid labor with the borrowed capital. He receives credit in his capacity 
as a potential capitalist. This circumstance, that a man without wealth, but 
with energy, solidity, ability and business sense may become a capitalist in 
this way, is very much admired by the apologists of the capitalist system, 
and the commercial value of each individual is pretty accurately estimated 
under the capitalist mode of production. Although this circumstance con- 
tinually brings an unwelcome number of new soldiers of fortune into the field 
and into competition with the already existing individual capitalists, it also 
secures the supremacy of capital itself, expands its basis, and enables it to 
recruit ever new forces for itself out of the lower layers of society. In a 
similar way the circumstance, that the Catholic Church in the Middle Ages 
formed its hierarchy out of the best brains of the people without regard to 
estate, birth, or wealth, was one of the principal means of fortifying priest 
rule and suppressing the laity. The more a ruling class is able to assimilate 
the most prominent men of a ruled class, the more solid and daiugerous is its 
rule.# 


The second condition, the creation of middle-class occupations, 
is produced by the joint-stock company. In separating ownership 
from management the joint-stock company gives rise to a new 
category of occupations which Marx classified as the “labor of 
superintendence.” He thought that the “‘stock companies in gen- 
eral, developed with the credit system, have a tendency to sepa- 


4 Jbid., pp. 516-17. #* Ibid., pp. 705-6. 
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rate this labor of management as a function more and more from 
ownership of capital, whether it be self-owned, or borrowed.’’” 
This labor of superintendence, comprising an army of “officers 
(managers), and sergeants (foremen, overlookers), who, while the 
work is being done, command in the name of the capitalist’ 
relieves the capitalist of the necessity of directly participating in 
production. But these managerial, supervisory, and executive po- 
sitions are not the only middle-class occupations produced by the 
change in the character of private property and the accumulation 
of capital. 

The joint-stock company and the banking and credit system 
were in Marx’s conception the means of lengthening the process of 
production,** which in turn “accelerates the material development 
of the forces of production and the establishment of the world 
market.’’*5 The lengthening of the process of production accom- 
panied by the expansion of the market prolongs the interval be- 
tween purchase and sale and, thus, “serves as a basis for specula- 
tion.’’** As a result the importance of trade and, in consequence, 
that of “commercial agents, such as buyers, sellers, and travel- 
ers’’4? is increased. As stated by Marx: 

.... Itis clear that commercial operations increase to the extent that the 
scale of production is enlarged. These are operations, which must be con- 
tinually performed for the circulation of the industrial capital, in order to sell 
the product existing in the shape of commodities, to convert the money so 
received once more into means of production, and to keep account of the 
whole. The calculation of prices, bookkeeping, managing funds [account- 
ing], carrying on the correspondence, all these belong under this head. The 
more developed the scale of production is, the greater, if not in proportion, 
will be the commercial operations of industrial capital, and consequently the 
labor and other costs of circulation for the realization of value and surplus- 
value. This necessitates the employment of commercial wage workers, who 
form the office staff. 


While the expansion of the market increases the importance of 
commercial workers, who are frequently “paid a share in the 


” Tbid., p. 456. 
“3 Tbid., I, 364. 4s Tbid., III, 522. 41 Ibid., p. 342. 
“ Ibid., II, 412. # Ibid., p. 516. 4 Tbid., p. 352; also II, 151. 
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profits,”** the acceleration of the productive forces makes possible 
the absorption of labor in “unproductive’’ forms. The acceleration 
of the productive forces leads to the diversification of industry 
with the result that “new lines of production are opened up, 
especially for the production of luxuries.”’*° These new lines of 
production create new opportunities for the investment of capital, 
thereby causing the number of capitalists and the occupations 
devoted to nonmaterial production to increase. 

The increase in these nonmaterial occupations is especially con- 
nected with the change in the consumptive habits of the bourgeois 
class. From the seventeenth century to the end of the eighteenth, 
capital was relatively scarce and the accumulation of it depended 
upon the “thrift and savings” of the individual capitalist. Luxury 
and extravagance were frowned upon. “Parsimony” and “absti- 
nence”’ were considered to be the virtues of the capitalist and 
“individual consumption” was looked upon “‘as a sin against the 
capitalist’s function.”’* But toward the end of the eighteenth cen- 
tury this attitude began to change. And by the middle of the 
nineteenth century the bourgeoisie had completely shed the miser- 
ly habits of the parvenue and adopted those of a leisure class. 

The change was produced by two closely related circumstances. 
It was the result, first, of the enormous expansion in the produc- 
tivity of labor which was reflected in an unprecedented accumula- 
tion of wealth and in the refinement and growth of consumption. 
Second, it was the result of the development of the joint-stock 
company and the banking system which gave a “continually 
growing control [to] the industrial[ists] and merchants over the 
money savings of all classes of society.”5 The accumulation of 
capital thus became a function of collective savings and was freed 
from the limitations of individual thrift. 

Furthermore, there developed within the capitalist class an in- 
creasing number of persons who played no active part in produc- 
tion but lived on the interest of invested capital.s* More and more 

# Ibid., III, p. 353. 

5° Jbid., p. 277; also Mehrwert, Band II, Theil II, S. 351. 

S* Mehrwert, Il, S. 325 ff. 83 Ibid., III, 425. 

% Capital, I, 650. 4 [bid. 
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these persons, and, to no less a degree, the actively functioning 
capitalists, became habituated to luxurious living. In conse- 
quence, “prodigality” gradually took precedence over “parsi- 
mony” as a social convention. Marx described this transforma- 
tion in the consumptive habits of the bourgeoisie as follows: 


At the historical dawn of capitalist production,—and every capitalist 
upstart has personally to go through this historical stage—avarice, and de- 
sire to get rich, are the ruling passions. But the progress of capitalist produc- 
tion not only creates a world of delights; it lays open, in speculation and the 
credit system, a thousand sources of sudden enrichment. When a certain 
stage of development has been reached, a conventional degree of prodigality 
which is also an exhibition of wealth, and consequently a source of credit, 
becomes a business necessity to the “‘unfortunate” capitalist. Luxury enters 
into capital’s expenses of representation [The] prodigality of the capi- 
talist never possesses the bona-fide character of the open-handed feudal 
lord’s prodigality, but, on the contrary, has always lurking behind it the 
most sordid avarice and the most anxious calculation, yet his expenditure 
grows with his accumulation, without the one necessarily restricting the 
other. But along with this growth, there is at the same time developed in his 
breast a Faustian conflict between the passion for accumulation, and the 
desire for enjoyment.ss 


The increasing “‘lavishness’’ of the bourgeoisie introduced into 
modern society a system of retainers which corresponded to the 
“lackeys” and “domestic slaves” of feudal and ancient times. 
According to Marx, 

Although the bourgoisie is originally very parsimonious, it develops, with 
the growing productivity of capital, that is to say, of labor, a system of 
retainers corresponding to that of feudalism. According to the last report 
(1861) on manufactures, the total number of those employed in manu- 
facture proper, in the United Kingdom amounted to only 775,534 (the per- 
sons in managerial capacities included) while the number of female servants 
in England alone amounted to a million. What a beautiful state of affairs, 
which permits a manufacturing woman to sweat 12 hours in the factory so 
that the factory master, with a great part of her unpaid labor, can take her 
sister as a maid, and her brother as a groom and her father as a soldier or 
policeman into his personal service.* 


This class of unproductive laborers is further augmented by the 
parasitical castes of church and state. In its revolutionary period 


88 Tbid., 1, 650-51. %® Mehrwert, 1, 304; and, also, Capital, I, 486-87. 
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the “parsimonious” bourgeoisie opposed the state machinery, the 
army, and the “transcendent orders” of clergy and the state. 
These employments were looked upon as uneconomic. Besides, 
they were the political bulwark of the old regime. Yet as soon as 
the bourgeoisie gained mastery over society, the “ideological 
orders,”’ the officials of church and state, multiply and are co- 
ordinated with it. 

It is a common belief that the American economist, Thorstein 
Veblen, was the first to call attention to the growth of con- 
spicuous consumption and, along with it, the increase of “pre- 
datory” functions. Of course it cannot be denied that Veblen was 
the first person who systematically and comprehensively fitted the 
leisure class and the parasitical castes into a theory of society. 
Yet the following statement reveals that Marx, as early as 1870, 
was not merely aware of the development of conspicuous luxury 
among the capitalist class and of the growth of domestic and 
“public” servants, but that he knew these developments to be an 
integral part of capitalist expansion: 

Political economy in its classical period, just as the bourgeoisie, itself, in 
its parvenu period, vigorously and critically opposed the state machinery 
and so forth 57 This expresses the position of the still revolutionary 
bourgeoisie to whom the whole society, state, etc., has not as yet yielded 
itself. These transcendent and revered occupations—sovereigns, officials, 
parsons, professors, magistrates, and so forth, the whole of the old ideological 
orders which they create—become economically coordinated (gleichgestellt) 
with the multitude of its own lackeys and retainers since the bourgeoisie and 
the idle wealthy (landed nobility and idle capitalists) support them. They 
are simply servants of the public, as are the others their servants 
State, church, and so forth, are justified simply in so far as they are a com- 
mittee for the management and administration of the social interests of the 
productive bourgeoisie As soon as the bourgeoisie . . . . has conquered 
the land, in part by taking possession of the state, in part by making a com- 
promise with the old rulers of the state, the ideological orders are known as 
flesh of its own flesh and they are assimilated in conformity with their func- 
tions; . . . . as soon as it is sufficiently developed, to be not wholly occupied 
with production, but also desires to develop consumption, just so soon are 
the spiritual workers increasingly occupied in performing its services. The 
tables are now turned and the bourgeoisie seeks, economically, to justify 
from its own standpoint what it formerly struggled against, critically.5* 


8? Mehrwert, I, 285. 58 Tbid., pp. 405-6. 





PURE CAPITALISM AND THE MIDDLE CLASS 353 


Although the shift from private ownership to social property 
and from individual to collective accumulation via banks and 
corporations alters the habits of the bourgeoisie, causes the ab- 
sorption of labor in “unproductive” capacities, and creates new 
spheres of employment—commercial laborers, managers, sales- 
men, cashiers, and merchants—it does not change the inherent 
character of capitalist development. According to Marx the de- 
preciation of labor affects not only the industrial workers but also 
the better-paid commercial laborers, the “unproductive” serv- 
ants, the superintendents, managers, and executives. Like in- 
dustrial labor, the commercial workers, the domestic and public 
servants, and the managers and superintendents are affected by 
the cyclical nature of business. The continued employment of 
servants is contingent upon a constant flow of revenue to the 
capitalist class. A recession in business in producing a change in 
the amount of revenue which goes to this class will naturally cause 
unemployment of servants. In like manner a contraction of the 
market and the slowing up of production throw the superin- 
tendents, the salesmen, and the office staff “‘on the pavements.” 
Furthermore, the “unproductive” laborers, whether servants, or 
functionaries of church and state, add nothing to material produc- 
tion. Their maintenance is a necessary but unsound (faux frais) 
cost of production. Although they “secure the political power of 
the upper ten thousand,” the capitalist class strives to reduce 
their cost to the “indispensable minimum.” Thus while these un- 
productive laborers possess a higher degree of culture than former- 
ly, the poorly paid members among them increase. As put by 
Marx, 

State, church, and so forth ....and their cost, since they actually belong 
to the faux frais of production, must be reduced to the indispensable mini- 

59 It can be assumed, that with the exception of the common 
household servants, the soldiers, sailors, clerical employees, policemen, mis- 
tresses, clowns, and jugglers—these unproductive workers, who on the whole 
possess a higher degree of culture than earlier and, especially the poorly paid 
artists, musicians, lawyers, physicians, professors, schoolmasters, inventors, 
and so forth, will increase.® 


9 Ibid., p. 405. $ Tbid., p. 325. 
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Just as the introduction of machinery lessens the importance of 
industrial labor, and cheapens it, the division of labor in the 
office and the growth of public education depreciates the value of 
the white-collar employee. Marx describes this increasing pro- 
letarianization of the commercial laborers as follows: 

The commercial laborer, in the strict meaning of the term, belongs to the 
better paid classes of wage workers; he belongs to the class of skilled laborers, 
which is above the average. However, wages have a tendency to fall, even in 
proportion to the average labor, with the advance of capitalist mode of 
production. This is due to the fact that in the first place, division of labor in 
the office is introduced; this means that only a one sided development of the 
laboring capacity is required In the second place, the necessary prep- 
aration, such as the learning of commercial details, languages, etc., is more 
and more rapidly, easily, generally, cheaply reproduced with the progress of 
science and popular education, to the extent that the capitalist mode of 
production organises the methods of teaching, etc., in a practical manner. 
The generalisation of public education makes it possible to recruit this line of 
laborers from classes that had formerly no access to such education and that 
were accustomed to a lower scale of living. At the same time this generalisa- 
tion of education increases the supply and thus competition. With a few 
exceptions, the labor-power of this line of laborers is therefore depreciated 
with the progress of capitalist development. Their wages fall, while their 
ability increases.* 


The position of the “labor of superintendence’”’—managers, 
foremen, etc.—is hardly more enviable than that of the commer- 
cial laborers, the poorly paid artists, inventors, professors, school- 
teachers, and lawyers. Under capitalism the labor of superintend- 
ence is separated from the collective laborers and is, indeed, 
hostile to them. But this type of labor must be performed in all 
societies, socialist as well as capitalist. In reality it is a function of 
co-operative labor. It occupies in the workshop a position that is 
analogous to that of an orchestra leader in the world of music.” 
And it demonstrates the superfluous nature of the capitalist 
owner. Like industrial and other forms of labor it is purchased in 
the market and suffers the same competition, depreciation, and 
cyclical unemployment: 

The capitalist mode of production itself has brought matters to such a 
point, that the labor of superintendence, entirely separated from the owner- 
ship of capital, walks the street 6s The wages of superintendence, both 


& Capital, III, 354. 6 Jbid., pp. 451-52 ff. 63 Jbid., p. 455- 
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for the commercial and industrial manager, appear completely separated 
from the profits of enterprise in the co-operative factories of the laborers as 
well as in capitalistic stock companies. The separation of the wages of super- 
intendence from the profits of enterprise, which is at other times accidental, 
is here constant 64 These wages of superintendence, like all other wages, 
found on the one hand their level and fixed market-price to the extent that a 
numerous class of industrial and commercial superintendents was formed, 
while on the other hand these wages fell, like all wages for skilled labor, with 
the general development, which reduces the cost of production of specifically 
trained labor-power.*s 

The depreciation of labor in all its forms is paralleled by that 
other immanent tendency of capitalist production, viz., “the sepa- 
ration of labor from ownership of productive property.’’ Accord- 
ing to Marx, the white-collar workers—the managers, foremen, 
and superintendents—no less than the industrial and agricultural 
proletariat, are propertyless men employed by capitalists. By 
concentrating the control of social wealth in the hands of a few, 
the joint-stock company and the banks, instead of counteracting 
the separation of labor from property, have served to accentuate 
and accelerate it. The savings of the workers and, to use a modern 
phrase, the diffusion of stock ownership, may create the illusion of 
ownership among the lower classes, but the actual power and the 
ownership of the instruments of production vest in the great 
financiers and industrialists. The concentration of ownership, 
and, thus, the expropriation of labor from the means of produc- 
tion, is brought about not simply by industrial combination and 
monopoly but through the financial trusts (holding companies) ,*’ 
promotions, speculation, the manipulation of stock, the plunder- 
ing of stockholders by the directors, and the bank failures in which 
the lower classes lose their savings. The role of credit (banking 
and corporation finance) in the continued expropriation of labor 
was described by Marx as follows: 

It establishes a monopoly in certain spheres and thereby challenges the 
interference of the state. It reproduces a new aristocracy of finance, a new 
sort of parasite in the shape of promoters, speculators and merely nominal 
directors; a whole system of swindling and cheating by means of corporation 
juggling, stock jobbing, and stock speculation 69 On the basis of cap- 
italist production, a new swindle develops in stock enterprises 


% Tbid., p. 456. % Tbid., p. 518. 8 Tbid., pp. 520-21 and 596-97. 
*s Ibid., pp. 457-58. Ibid. p. 553,n.95. Ibid., p. 519. 
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sists in placing above the actual director a board of managers or directors, 
for whom superintendence and management serve in reality only as a pretext 
for plundering stockholders and amassing wealth 7° Two natures, then, 
are immanent in the credit system. On one side, it develops the incentives of 
capitalist production, the accumulation of wealth by the appropriation and 
exploitation of the labor of others, to the purest and most colossal form of 
gambling and swindling, and reduces more and more the number of those who 
exploit the social wealth. On the other side, it constitutes a transition to a 
new mode of production.” 

Marx’s treatment of the middle class in his extensive analysis 
of capitalism seems to be in decided conflict with the thesis of its 
disappearance proclaimed by him in the Manifesto. Since the 
question as to whether the two accounts can be harmonized lies 
beyond the scope of this essay, only some of the general features 
of the conflict can be noted here. The Manifesto sets forth in bold 
and dramatic outline Marx’s conception of the dynamics of social 
progress. According to this conception the process of production 
places two dominant classes, the proletarian and capitalist, in the 
center of economic movement. Thus in Marx’s equation of change 
only these two dominant classes are constant. For him the strug- 
gle between them is the great lever of modern history and of social 
transformation. Viewed in this perspective the middle class is an 
unstable socioeconomic group tending to dissolve under the im- 
pact of economic changes. Its opposition to the great capitalist 
class is motivated by its frustrated desire to rise or, at least, to 
save the basis of its independence from annihilation. This ex- 
plains its “vacillations” and its constant shift of loyalty in the 
class struggle, now to the side of the working class, now to that 
of the capitalist. It possesses neither the “will” nor the “power” 
to transform society. Yet while holding the capitalist and pro- 
letarian classes to be the determining factors in the ultimate out- 
come of the class struggle, Marx in his detailed examination of the 
capitalist economy was forced to recognize the middle class as a 
concrete reality. Whether he thought that it would eventually 
disappear and leave society with only two classes is doubtful. 
But that he did not foresee the political importance which the 
middle class possesses today is quite evident. 


» Ibid., p. 458. ™ Ibid., p. 522. 
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HEN the President signed S. 1685, on September 1, 

1937, low-cost housing was established as a perma- 

nent government function under supervision of the 
United States Housing Authority.’ The passage of the act was 
the first government legislation devoted solely to that field of 
housing, but several agencies had been operating temporary pro- 
grams under various emergency appropriation acts for nearly 
five years.? Though their work had been made more difficult by 
the nature and purposes of the emergency acts,’ they did focus 
public attention on a new phase of government activity. The 
purpose of this article is to describe briefly the work and accom- 
plishments of these agencies, the passage of low-cost-housing 
legislation by the federal government, and operations to date 
under that legislation. 


LIMITED-DIVIDEND PROJECTS UNDER THE RECONSTRUCTION 
FINANCE CORPORATION 


The first agency authorized to act in the field of low-cost 
housing and slum clearance was the Reconstruction Finance Cor- 


* This agency should not be confused with the United States Housing Corpora- 
tion of the Department of Labor that did some excellent work during the World 
War period. The purpose and type of work involved were entirely different. 


? Their work was entirely separate from the Federal Home Loan Bank System 
and its agencies, and the Federal Housing Administration, who were concerned with 
mortgage insurance, home repair, and stimulation of private home construction. 
The National Housing Act of 1934 (Public No. 479, 73d Cong., 2d sess.) should not 
be confused with the United States Housing Act of 1937. The purposes involved 
are not the same. 


3 All these agencies were designed to stimulate activity in the building industries 
and reduce unemployment in addition to producing low-cost housing. The only 
exception was the Alley Dwelling Authority of the District of Columbia. 
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poration. It was empowered under Title II, Section 201, of the 
Emergency Relief and Construction Act of 1932,‘ to 

make loans to corporations formed wholly for the purpose of providing 
housing for families of low income, or for the reconstruction of slum areas, 
which are regulated by state or municipal law as to rents, charges, capital 
structure, rate of return, and areas and methods of operation, to aid in 
financing projects undertaken by such corporations which are self liquidating 
in character. 

By stimulating the building of a number of large limited-dividend 
projects an additional purpose, that of creating employment, 
would be served. 

When actual activities were begun it became apparent that, of 
all the states, only New York was in a position to participate in 
the program. In 1926, with the aid of Alfred E. Smith, then 
governor, New York State had passed the State Housing Law,5 
under which several limited-dividend projects sponsored by 
private capital had been successfully built and operated. Since 
this law later became a model for other state housing acts, the 
main provisions are outlined: 

1. Astate housing board of five members was established. 

2. A limited-dividend company could be formed by three or 
more persons to carry out projects subject to approval of the 
board. 

3. Rentals were limited to $12.50 a room in New York County, 
$11.00 in Kings and Bronx, $10.00 in other counties of New York 
City, and $9.00 in other areas of the state. 

4. Dividends were limited to 6 per cent. 

5. Tax exemptions were granted. 


At the time the law had attracted attention in other states, 
but they passed no legislation. However, when the Reconstruc- 
tion Finance Corporation became empowered to make loans to 


4 Public No. 302 (H.R. 9642), 72d Cong., rst sess., approved by the President, 
July 21, 1932. 

5 New York State, Laws of the State of New York .... (Albany, 1926), chap. 
823, pp. 1507-22. This law should not be confused with the 1934 amendment 
(chap. 4 of the laws of 1934). The amendment provided for the establishment of 
municipal housing authorities and contained provisions which promoted eligibility 
for federal grants and loans for public housing. 
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limited-dividend projects, a number of states sought to enact 
similar laws immediately. Arkansas, California, Delaware, Flor- 
ida, Illinois, Kansas, Kentucky, Massachusetts, New Jersey, 
North Carolina, Ohio, South Carolina, and Virginia passed 
statutes. To some extent failure to provide tax exemption, which 
involved the necessity of higher rentals, was a flaw in their 
measures. 

In March of 1933 the Reconstruction Finance Corporation 
made a loan of $8,075,000 to Fred F. French of New York City 
to construct Knickerbocker Village,® which constituted the total 
activity under the agency in regard to limited-dividend projects. 
Further loans might have been made, but the work was trans- 
ferred to the newly created Public Works Administration Housing 
Division. 

PUBLIC WORKS ADMINISTRATION HOUSING DIVISION 


On June 16, 1933, the President signed the National Industrial 
Recovery Act,’ Title II of which created the Federal Emergency 
Administration of Public Works, popularly known as P.W.A., 
with power for “‘construction, reconstruction, alteration, or re- 
pair under public regulation or control of low-cost housing and 
slum-clearance projects.” To carry out this clause the Housing 
Division was formed with three main objectives: first, to deal 
with the unemployment situation by giving employment to 
workers, especially in the building trades and heavy industries; 
second, to furnish decent, sanitary dwellings to low-income 
groups; third, to demolish and rehabilitate slum areas. 

The Division began its work by taking over the Reconstruction 
Finance Corporation program of making loans to limited-dividend 
housing corporations. Such loans were limited to 85 per cent of 
the estimated cost, the applicant being required to furnish an 
equity of at least 15 per cent. The loans were to bear interest at 
4 per cent with amortization planned for thirty years. 


® Activities of the Reconstruction Finance Corporation for March, 1933, printed as 
House Document No. 26, 73d Cong., rst Sess., p. 21. 

7 Public No. 67 (H.R. 5755), 73d Cong., 1st sess., approved by the President, 
June 16, 1933. 
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The response was instantaneous. No less than 529 applica- 
tions were filed by the end of 1933. But only a small number 
could meet requirements. In some cases equity offered proved to 
be of little value, in others, excessive value of the site proposed 
was indicated. A number were rejected because of fundamental 
misconception of the program.® The result was that the Division 
discarded the limited-dividend policy as unsuited to its purpose 
and decided to construct only public housing projects initiated 
by itself. Before the final decision to discard was made, however, 
seven projects were approved and were completed at a total cost 
of $10,403,390, as shown in Table r. 

When it had become apparent that the limited-dividend proj- 
ects were not likely to prove a satisfactory method of operation, 
plans were begun whereby the Housing Division could initiate 
projects. The Public Works Emergency Housing Corporation 
was formed under the laws of Delaware on October 28, 1933, but 
it was not until November 21 of that year that the President, by 
executive order, established it as an agency under Title II of the 
N.I.R.A. The announcement of the program stated that the cor- 
poration was to take the burden of initiating low-cost housing 
and slum-clearance projects and encourage and aid the establish- 
ment of local housing authorities." Before operations were begun 
the Comptroller-General ruled that in the formation of the agency 
powers delegated to the President and Administrator under the 
Recovery Act had been exceeded. The Attorney-General, in an 
opinion of February 7, 1934, upheld the Comptroller," ending the 
active life of the agency. The Housing Division therefore itself 
undertook the functions assigned to the corporation, but action 
was slow, bound, as it was, by rules of government procedure. 

In the beginning the Division was forced to undertake direct 


* For a list of them see Hearings before the Committee on Education and Labor, 
United States Senate, Seventy-fifth Congress, First Session, on S. 1685. . . . , PP- 45~47- 

* Among these were a tourist camp, a twelve-story hotel in the desert of Arizona, 
and a summer-colony development. 

10 New York Times, October 29, 1933. 

™ U.S. Department of Justice, Oficial Opinions of the Attorney-General ...-, 
XXXVII, 437-44. 
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federal construction, since there was but one state having a law 
authorizing local public bodies to engage in housing activities. 
The Ohio legislature, in September, 1933, had passed a law that 
contained the essential provisions necessary for successful opera- 
tion of public housing.” The statute authorized municipalities to 
create as housing authorities boards of five members appointed 


TABLE 1* 
STATUS OF LIMITED-DIVIDEND HOUSING PROJECTS, FEBRUARY 1, 1938 








No. of 
Location Name Type Housing Total Cost 
Units 





Altavista, Va Altavista Housing| Single-fami- 5° 84,000 
Corp. ly frame 
houses 
Bronx Borough, N.Y... .| Hillside Housing | Apartments 4,988, 336 
Corp. 
Euclid, Ohio Euclid Housing | Individual 400,000 
Corp. houses 
Philadelphia, Pa.........| Carl Mackley Apartments I ,030,000 
Houses 
Queens Borough, N.Y....| Boulevard Gar- | Apartments 957 3,069, 587 
dens, Inc. 
er Boylan Housing | Apartments 54 198 , 600 
Corp. 
St. Louis, Mo Neighborhood Apartments 252 632,877 
Gardens 


3,085 | $10,403,390 




















she Dunited States Housing Authority, Status of Slum-Clearonce and Low-Rent Housing Projects of 
by the mayor, which had the right to issue revenue bonds, borrow 
money, purchase land (by eminent domain if necessary), and con- 
struct and operate housing projects. Within the month the first 
municipal housing authority in the country was established in 
Cleveland. In December a state housing authority was created 
in New Jersey. During January, 1934, New York amended its 
housing law to provide for local housing authorities. Michigan 
passed a law limited to cities of 500,000, intended to apply specifi- 
cally to Detroit, where the Detroit Housing Commission was 
formed. By the end of April, 1934, Delaware, Illinois, Kentucky, 


" Ohio Statutes: The State of Ohio Legislative Acts . . . . 1933-34, Ppp. 55-61. 
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South Carolina, and West Virginia had passed statutes providing 
for housing authorities. With this group as a nucleus and with 
the aid of local groups of interested citizens in other states, the 
Housing Division continued to work for the passage of further 
legislation. In states lacking proper statutes, work was launched 
through unofficial citizens’ committees, who acted in an advisory 
capacity to the Housing Division. 

In common with other agencies working under temporary 
emergency acts, the Housing Division was hampered intermit- 
tently by the impounding of its funds for other government needs. 
Between November 20, 1933, and November 7, 1934, $135,328,500 
had been made available for its use, but rising demands for relief 
caused the President to transfer $110,000,000 for that purpose." 
Such a curtailment brought to a virtual standstill work on 29 
projects in 23 cities for which allotments had been made. Until 
further grants were received in the fall of the following year under 
the Emergency Relief Appropriations Act of 1935,'4 operations 
consisted for the most part of obtaining options on project sites. 

Conforming to one of its objectives, the Division endeavored 
to use slum areas wherever possible. In general these slum sites 
consisted of a number of small parcels separately owned. To ac- 
quire a location options were obtained from as many owners as 
possible; against the remaining owners blanket condemnation 
proceedings were instituted. Thus a total of 941 parcels of land 
belonging to 1,400 owners was condemned. In the meantime, 
however, a property owner of Louisville, Kentucky, in late 1934 
had protested the right of the federal government to condemn 
property for federal housing projects. On January 4, 1935, the 
Federal District Court ruled that the government did not have 
that power, the decision being upheld by the Sixth Court of Ap- 


"3 Hearings before the Committee on Education and Labor, United States Senate, 
Seventy-fifth Congress, First Session, on S. 1685 . . . ., p. 22 (other allotment figures 
are from the same source). 

4 Public Resolution No. 11 (H.J. Res. 117), 74th Cong., 1st sess., approved by 
the President, April 8, 1935. 

8 Michael W. Straus and Talbot Wegg, Housing Comes of Age (New York, 
1938), p. 85. 
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peals on July 15, 1935."° It brought about the abandonment of 
most of the slum-clearance projects and resort to the use of vacant 
land for sites. Later the New York City Housing Authority’s 
right of condemnation was upheld on March 17, 1936, by the 
Court of Appeals of New York State."? The decision, applying to 
but one state and coming after construction on practically all 
projects had been started, was of little value to the Housing 
Division, but aided later slum-clearance developments. 

In the spring of 1935 Congress, convinced that additional ex- 
penditures for recovery must be made, passed the Emergency 
Relief Appropriations Act of 1935 which extended the life of the 
Federal Emergency Administration of Public Works to June 30, 
1937. Under authority of the measure $450,000,000 was granted 
for housing, of which $221,982,000 was allotted to the P.W.A. 
Housing Division. Since the main purpose of the new legislation 
was to provide the greatest number of jobs in the shortest time 
possible, examination of the work of P.W.A. was made. Results 
showed that housing did not create employment for as many per- 
sons as did some other types of projects. In view of that fact the 
President rescinded $120,608,950 on September 25, 1935, in spite 
of which the Division had 47 projects under contract by Decem- 
ber 18 of the same year. 

With the letting of contracts emphasis shifted to construction 
and management problems. Studies of building materials showed 
that use of the best was cheapest for a long-time planning policy. 
Based on a life-expectancy of sixty years for the buildings, financ- 
ing plans were made for amortization over that period. Further 
financial arrangements depended on the type of management, of 
which there were three possibilities: (1) leasing of the project to 
local housing authority where adequate legislation made it possi- 
ble; (2) direct operation by the federal government with aid of 
local advisory committee or authority; (3) actual sale to local 
authorities. 

In each case an outstanding difficulty became apparent. In 
the first, transfer of civil and criminal jurisdiction within the area 


* 78 Federal Reporter (2d ser.) 684-91. 7 270 New York Reports 333-43- 
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was involved. If the second method were used, some localities 
would demand payments in lieu of taxes. But compliance with 
such a demand was not possible, as the Comptroller-General had 
ruled on October 10, 1935, that the Housing Division could not 
pay service charges without specific authorization from Con- 
gress."* In the third instance, purchase by the local authority was 
contingent on the power of the Division to make capital grants, a 
power that the Comptroller-General had ruled on January 17, 
1935, did not exist under the Recovery Act of 1933."° 

With legislation the only solution, Senator George of Georgia 
sponsored a bill suggested by the Housing Division which was 
enacted by Congress and approved by the President on June 29, 
1936. The act, known as the George-Healy Act, made five major 
provisions: (1) civil and criminal jurisdiction could be ceded to a 
state or locality; (2) payments in lieu of taxes were authorized; 
(3) capital grants up to 45 per cent were allowed; (4) rents could 
be established at a figure sufficient to pay all administrative ex- 
penses and 55 per cent of the initial cost over a period not exceed- 
ing sixty years (power was given the administrator to charge in- 
terest on the 55 per cent balance at whatever figure he should 
consider necessary); (5) tenants were limited to those whose in- 
come was not over five times the rental of quarters occupied. 

The capital-grant clause was voided when, on January 13, 
1937, the Attorney-General ruled that the Housing Division had 
no authority to sell projects at a price that would allow a deduc- 
tion as a grant.” Accordingly only two alternatives as to manage- 
ment remained—either direct federal operation or leasing to local 
authorities. The first method was used except in two projects.” 
It is interesting to note that in preparation for this form of 
management a school was opened at the University of Chicago in 


**U.S. General Accounting Office, Decisions of the Comptroller General of the 
United States, 1935-36, XV, 295-07. 

19 Ibid., pp. 619-24. 

2° U.S. Department of Justice, Oficial Opinions of the Attorney-General, 1934- 
37, XXXVIII, 543-49. 

* In the summer of 1937 Williamsburg houses and Harlem houses were leased 
to the New York City Housing Authority. 
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December of 1935. In four months seventy-one candidates were 
given training in maintenance and operation, tenant selection and 
relations, public relations, housing law, accounting, and govern- 
ment procedure. A second school was planned for 1936, but was 
not held because of insufficient funds. 

In the summer of 1937 Congress passed the United States 
Housing Act, by which the Housing Division of P.W.A. was taken 
over by the United States Housing Authority. A summation of 
the work accomplished should give consideration to the two ob- 
jectives—provision for low-cost housing and creation of employ- 
ment—the third, slum clearance, having been partially blocked by 
the Louisville decision (see pp. 362f.). Besides the limited-dividend 
projects completed, the Housing Division made allotments of 
$133,943,640.50 for 51 federal projects, 17 of which were com- 
pleted at the time of its absorption by the United States Housing 
Authority. As sites for these a total of 3,784 parcels of land aggre- 
gating 1,204 acres was purchased at a cost of $17,452,958. 

A recent study of 33 projects made by the Bureau of Labor 
Statistics shows an average cost of $1,169 per room and $4,126 
per living unit,” with noticeable variation between southern and 
northern projects. The average dwelling-unit cost for the 17 
southern projects was $3,568 and the room cost $1,060, whereas 
the average dwelling-unit cost of 16 northern projects was $4,472 
and the average room cost, $1,232. Owing to the long life-expect- 
ancy computed for buildings, only high-grade materials were 
used. No contractor on a P.W.A. project could employ a worker 
for more than 30 hours, necessitating the use of two shifts of 
workers, while wages paid were always the prevailing rate for the 
area. 

A study of rentals of seventeen projects showed an average of 
$5.37 per room.?? Table 2 shows some actual rentals. 

In stimulation of employment it is estimated that the Housing 
Division provided a total of 43,847,800 man-hours of direct labor. 

Bes U.S. Federal Emergency Administration of Public Works, P.W.A. Press Sec- 
tion, Release No. 3304 (detailed table of costs by project is included). 


*3 U.S. Federal Emergency Administration of Public Works, P.W.A. Press Section, 
Release No. 3198. 
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TABLE 2* 
RENTALS IN HOUSING DIVISION PROJECTS 








Name Location 





Atlanta, Ga. 
Atlanta, Ga. 


Techwood Homes 

University Homes 

Meeting Street Manor and 
Cooper River Court...... 

University Terrace 

Stanley S. Holmes Village. . . 

Lockefield Garden Apart- 


Charleston, S.C. 
Columbia, S.C. 
Atlantic City, N.J. 


Indianapolis, Ind. 
Cleveland, Ohio 
Cleveland, Ohio 
Miami, Fla. 

New York City 
Stamford, Conn. 


Cedar Central Apartments. . 
Outhwaite Homes 

Liberty Square 

Harlem River Houses. ..... 
Fairfield Court 











* For source see n. 22. 


TABLE 3* 


MONEY AND MAN-HOuRS TO TRADESMEN AT SITE 








Estimated 
Money 


Estimated 
Man-Hours 





Grand total 


Professional and technical... . . e 
Subtotal of all trades 


Carpenters 


Cement finishers...... . 
Electrical workers 


Glaziers. . 
Hod carriers 
Iron workers 


Laborers (general) 


Sheet-metal workers......... 
Steamfitters. . 
Stonesetters 
Tile-layers 
Misce 
White-collar workers 


$40,535,000 
,700 


371454, 300 


4,175,100 
4,945,300 
1,824,100 
2,026,800 
324,300 
405 , 300 
1,175,500 
5,391,100 
1,337,700 
932,300 
2,310,500 
2,472,600 
3,972,400 
648 , 600 
567, 500 
1,053,900 
486, 400 
I ,043,900 
942,300 
1,418,700 








43,847, 800 
2,411,600 
41,436, 200 


3,420,100 
4,604,000 
1,973,200 
1,841,600 

306 , goo 

613,900 
1,096, 200 
10, 338, 200 
I, 140,000 

964,700 





* Hearings before the Commitice on Education and Labor, United States 


Senate, Seventy- 


th Congress, First Session, on S. 1684 
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In December, 1936, the Bureau of Labor Statistics estimated that 
for every hour worked at the site, two and one-half hours of indi- 
rect labor were created,”‘ or an additional 109,619,500 man-hours 
of indirect labor in the case of the Division. The average worker 
was employed approximately 140 days and earned about $790. 
There were an estimated 47,474 of them.** Table 3 shows the 
number of man-hours worked and money earned, distributed 
among the various types of workers. 

The work of the P.W.A. Housing Division was of greater scope 
than that of any other temporary agency. Not only was legisla- 
tion passed in thirty states through its efforts, but Congress 
profited from its experience in drafting the United States Housing 
Act.* Furthermore, the trained personnel of the Housing Divi- 
sion formed a large part of the staff of the United States Housing 
Authority. Fundamental changes in procedure were involved, 
however, which will be discussed in detail later. 


ALLEY DWELLING AUTHORITY OF THE DISTRICT OF COLUMBIA 


In 1930 plans were formulated for a program of slum clearance 
in the city of Washington, culminating in the passage of the Dis- 
trict of Columbia Dwelling Act of 1934,?7 under which the Alley 
Dwelling Authority was established. While the status of the Au- 
thority was that of a federal agency, its operation was of a dis- 
tinctly local nature and illustrated the practicality of decentral- 
ized control. The intention, in brief, was to discontinue the use as 
dwellings of buildings in alleys and to eliminate hidden communi- 
ties in alleys. With slum clearance as the objective, the Authority 
was given power to acquire alley sites by purchase or condemna- 
tion,”* to demolish or alter buildings thereon, and to use the sites as 


* U.S. Federal Emergency Administration of Public Works, P.W.A. Press Section, 
Release No. 3050. 

5 Straus and Wegg, op. cit., p. 147. 

* See the testimony of Mr. Harold Ickes before the hearings on the various 
housing bills. 

*7 Public No. 307 (S. 1780), 73d Cong., 2d sess., approved by the President, June 
12, 1934. 

** The act specifically provided two methods of condemnation: (1) under an 
act entitled “An Act To Provide for the Acquisition of Land in the District of 
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deemed advisable. The life of the act was limited to July 1, 1944, 
and the act provided for a grant of funds under the National In- 
dustrial Recovery Act.”® 

When work was begun there were approximately two hundred 
squares containing alley dwellings. They were scattered through- 
out the city in business, expensive residence, and poor residence 
areas. A study showed that there would be short-term projects 
that could be dealt with rapidly, and long-term ones that would 
involve city planning. As the available fund was small, only the 
former were undertaken, careful examination being made of each 
site acquired to justify use, either economically or socially. In ob- 
taining title, the Authority was faced with one of the problems 
that had perplexed the P.W.A. Housing Division. The land was 
divided into many small parcels under different owners, some of 
whom would not sell, again involving condemnation. Inasmuch 
as provision for such condemnation had been made in the act 
itself, however, proceedings have been upheld.*° 

Previous to the establishment of the many New Deal agencies 
there had been a plentiful supply of low-rent quarters in the city 
of Washington, but with the influx of people employed in them 
an acute housing shortage developed. Thus, to the problem of 
slum clearance was added that of rehousing of a low-income group 
from the converted alleys. Where the Authority has undertaken 
rehousing, it has worked slowly and carefully, as the act allowed 
for no subsidy and each project was expected to pay its own costs. 
Two-story construction was found to be cheapest under the Dis- 
trict of Columbia Building Code, but not all of the Authority’s 
low-rent housing has been of the same quality. In Hopkins Place 
it built the simplest dwellings believed acceptable to public 
opinion, rentals ranging from $25.00 to $28.75 a month, whereas 


Columbia for Use of the United States,” approved March 1, 1929; (2) under sec- 
tions 1608 to 1610, inclusive, of the Code of Laws of the District of Columbia. 

29 A grant of $500,000 was made under the Fourth Deficiency Act of 1934, 4 
further amount of $200,000 was made available under the Emergency Relief Ap- 
propriations Act of 1935, and on March 15, 1937, the President transferred to the 
Authority an additional $250,000. 

3° See Report of the Alley Dwelling Authority, 1937, pp. 1-2. 
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the W Street apartments were designed for a slightly higher in- 
come group with rentals from $25.00 to $35.00 a month. 

As of June 30, 1937, the Authority had reclaimed eleven 
squares. Low-rent housing projects had been established on four 
of them—two completed and two under contract—while five non- 
residential projects had been completed and two sites had been 
sold.** Constantly handicapped by the meagerness of appropria- 
tions, work has been affected greatly. But, in the United States 
Housing Act of 1937, provision was made for allotments to the 
Alley Dwelling Authority, and an amendment passed in 1938 
gives it power to act as a local housing authority under the act. 
The Alley Dwelling Authority has expressed the hope that 
larger grants from this source will allow an expanded program. 


THE SUBURBAN RESETTLEMENT DIVISION 


On April 30, 1935, the President created the Resettlement 
Administration by Executive Order No. 7027, under authority of 
the Emergency Relief Appropriations Act of 1935. Embodying, as 
its title would indicate, other considerations besides low-cost 
housing, the Resettlement Administration, however, set up one 
division (the Suburban Resettlement) whose primary object was 
to initiate and construct low-cost housing communities in subur- 
ban areas adjacent to industrial centers. 

The original plans called for four major projects, involving, be- 
sides the construction of homes, the development of complete 
communities with utilities, stores, and community buildings, sur- 
rounded by a protective belt of land devoted to recreation and 
agriculture. It was from this surrounding area that the name 
“green-belt towns’’ was derived. The green belt served a double 
purpose—preventing overcrowding and invasion of undesirable 
building and enabling each community to be in close touch with 
agricultural land and to control land needed for expansion. Part 
of the area was to be devoted to full-time farming and part was 

# Of these five nonresidential plots, three have storage garages erected on them, 


one is a parking lot, and one has an automobile repair shop. For full details see 
tables at the end of the Report of the Alley Dwelling Authority, 1937. 


# Public No. 733 (H.R. 10642), 75th Cong., 3d sess., approved by the President, 
June 25, 1938. 
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reserved as allotment gardens for families who desired to use 
them. The sites were to be selected at a safe distance from main 
highways and provision made for underpasses at busy thorough- 
fares. The streets, spaced far apart and fitted to the contour of 
the land, would make large residential blocks, designed with trees 
and playgrounds in the center of each. With examples of this 
type of community operating successfully in England for the last 
twenty years,*’ the purpose of the developments was to demon- 
strate that the right kind of environment for low-income groups 
is possible in the United States under modern technique and in- 
telligent planning. 

When completed, the projects were to be conveyed by the 
federal government to nonprofit corporations or local housing 
authorities, the government functioning only in respect to the 
restrictions designed to preserve the original character of the 
development. The dwellings were to be rented and not sold. A 
municipal government, similar to the type existing in the sur- 
rounding locality, was to be set up. Taxes would be paid under 
existing laws, differing from projects under the P.W.A. Housing 
Division and the United States Housing Authority, where tax 
exemption was sought. 

In planning the communities the economic background of the 
one hundred largest cities in the United States was examined. All 
comparable economic data available were tabulated for the years 
1900-1933, including such factors as population growth, per- 
sons employed in manufacturing, wages paid out in manufactur- 
ing, wholesale sales, retail sales, persons employed in industry, and 
total pay rolls in retail industry. A study of the figures led to the 
selection of land near cities with a diversity of industry and occu- 
pations, because of the greater stability such diversity promised. 
Trend in location of industry and of residential construction with- 
in the city was considered, preference being given to sites in the 
general direction of which industry was expanding. Places that 
seemed destined for expensive residential development were 
avoided. Sections with a relatively small number of owners were 


33 The idea of a green-belt town was first worked out in England in 1898 by 
Ebenezer Howard. The towns of Welwyn and Letchworth were built to his plan. 
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sought, as this procedure tended to lessen chances of the necessity 
of condemnation proceedings, which had proved a stumbling 
block in several housing projects. The areas finally chosen were 
in Maryland near Washington, D.C., in New Jersey near Bound 
Brook, in Ohio near Cincinnati, and in Wisconsin near Milwaukee. 
They were named, respectively, Greenbelt, Greenbrook, Green- 
hills, and Greendale.** Each community was to provide from 
750 to 1,250 homes, with future provision for from 3,000 to 5,000. 

On September 23, 1935, $31,000,000 was made available to the 
Suburban Resettlement Division for a demonstration suburban 
housing program.*s As one of the basic provisions of the Emer- 
gency Relief Appropriations Act of 1935 required that men 
should be put to work as quickly as possible, on October 12, 1935, 
ground was broken for the first community, and by December 15, 
1935, field work had started on all projects. The average price 
paid per acre was: Greenbelt, $94; Greenhills, $300; and Green- 
dale, $359. Because on January 9, 1936, the residents of Franklin 
Township had obtained an injunction restraining the Resettle- 
ment Administration®* from acquiring land in Bound Brook, ac- 
tion at Greenbrook was held up. The project was finally aban- 
doned when, on May 17, 1936, the United States Court of Appeals 
of the District of Columbia declared it unconstitutional.*7 Work 
on the other projects was pushed ahead rapidly. 

On September 1, 1937, with the creation of the Farm Security 
Administration as successor to the Resettlement Administra- 
tion,** the completion of the towns was assigned to the new organi- 
zation. Almost immediately Greenbelt was opened for occupancy, 
followed in January, 1938, by Greenhills.» 

4 For a full description of each project see First Annual Report of the Resettle- 
ment Administration, 1936, pp. 45-48. 

45 Ibid., p. 43. 


%* The suit was brought against the Resettlement Administrator, Rexford Guy 
Tugwell. 


3785 Federal Reporter (2d ser.) 208-30. 

© U.S. Secretary of Agriculture, Memorandum No. 7 32. 

39 Statistics of these projects are from the U.S. Department of Agriculture, 
Information for the Press, September 2, 1937, and January 26, 1938 (no figures are 
at present available for Greendale). 
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In the former there are 885 living-units with rentals from $18 
to $41 a month, and in the latter, 676 units with rentals from 
$18 to $42 a month. Both developments are limited to families 
with an income from $1,000 to $2,000 a year, with special excep- 
tions up to $2,500 for families with four or more children. 

As originally planned, both towns are surrounded by a green 
belt of wood and farm lands. They have planned business centers 
easily accessible to the dwellings, all stores and service establish- 
ments necessary for the residents’ usual needs, complete systems 
of hard-surfaced roads, sidewalks, sewers, and water mains. 
Greenbelt has a utility system and water system of its own, but 
Greenhills uses the Cincinnati city systems. Each has provided 
for elementary- and high-school educational facilities. Whereas 
Greenbelt is chartered as a city-manager type of government by 
the state of Maryland, Greenhills is incorporated as a village 
under the laws of Ohio. Both will be subject to taxation. After 
payment of all other charges, the Farm Security Administration 
expects to receive $60,000 yearly from Greenbelt and $75,000 
from Greenhills in repayment for its investment. The press re- 
leases of the Farm Security Administration give no information as 
to the per cent of yield on investment which it expects, its method 
of estimating prospective yields, and its method of providing for 
depreciation and amortization. 

Because in the construction of the communities the first em- 
phasis was on supplying the maximum of employment to relief 
labor, hand methods were largely preferred to labor-displacing 
machinery, and two shifts a month were worked. Table 4 shows 
the figures of employment and labor cost. 

As a result of the use of relief labor, it is estimated that an 
amount of $4,902,000 in Greenbelt and $1,459,887 in Greenhills 
was spent over and above the cost normally incurred for labor. 
In the case of Greenbelt, surplus material and equipment left 
after completion were expected to be sold for $284,000, and ap- 
proximately 8,180 acres, acquired over present needs and held in 
reserve, were valued at $643,000. These amounts were held to be 
properly deductible from the cost of projects and leave a net 
cost of $8,398,000 for Greenbelt and $9,917,538 for Greenhills. 
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The figures show the difficulty presented to a housing agency 
charged with the duty of providing both unemployment relief and 
low-cost housing. 

Begun, as they were, for demonstrational purposes in com- 
munity planning and low-cost housing, the “green-belt towns” 
are reported to have attracted, during the period from July 1, 
1936, to June 30, 1937, 12,000,000 visitors.‘ However, no further 
projects of this type are contemplated at the present time. 


TABLE 4* 
LABOR AND COST ON GREENBELT AND GREENHILLS 








Project 


Men Employed 


Man-Hours 


Amount Paid 
Labor 





Greenbelt t 


9,700 
5,000 


7,883,400 
4,300,000 


$ 9,102,000 
4,400,000 





14,000 


12,183,400 


$13, 502,000 














t Covers period of 23 months. 
t Covers period of 24 months to December 31, 1937. 


UNITED STATES HOUSING ACT OF 1937 


The development of low-cost housing in the United States 
followed recognition of it as an appropriate permanent govern- 
ment function. Northern European countries for some time had 
identified activity in that field with definite government responsi- 
bility,” but it was not until March 25, 1935, that action was taken 
by the Congress of the United States. 

Between that date and February 24, 1937, three successive bills 
were introduced by Senator Robert F. Wagner.* Hearings con- 
ducted, with civil officials and leaders of church, labor, social 


4 Report of the Administrator of the Resettlement Administration, 1937, p. 17. 

# Governments in almost every country of Europe have taken part in the work 
of housing their low-income citizens. Much of it has received some government 
aid, usually in the form of long-term, low-interest loans, accompanied by annual 
subsidies. 

“S. 2392, 74th Cong., rst sess.; S. 4424, 74th Cong., 2d sess.; S. 1685, 75th 
Cong., 1st sess. The last became Public No. 412, and was approved by the President 
on September 1, 1937. 
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work, real estate, construction, and finance, as witnesses, brought 
about many changes and revisions which were incorporated in the 
third, signed by the President on September 1, 1937, and known 
as the United States Housing Act of 1937, or the Wagner-Stea- 
gall Act. The purpose of the act as expressed in its title was “to 
provide for financial assistance to the states and political sub- 
divisions thereof for the elimination of unsafe and insanitary 
housing conditions, for the eradication of slums, for the provision 
of decent, safe, and sanitary dwellings for families of low income, 
and for the reduction of unemployment and the stimulation of 
business activity.” 

In considering the act it should be emphasized that, in contrast 
to the P.W.A. policy of federal construction and control, the re- 
sponsibility for initiation of projects and control of them was 
placed on the individual communities. Only public housing agen- 
cies were eligible to borrow money—a “public housing agency”’ 
under the act including local housing authorities, municipalities, 
counties, and states which were authorized to undertake and 
finance housing projects under proper enabling state legislation. 
Loans up to go per cent could be made to such bodies with amor- 
tization over a period not to exceed sixty years, and interest at the 
going federal rate plus } per cent. The local housing authority 
was responsible for the remaining 10 per cent, which could be in 
the form of land, cash, services, or improvements. It might also 
be obtained through the sale of bonds by the local authority. Un- 
der the arrangement the government was to act in the capacity 
of a banker, providing advice, technical assistance, and funds. 

The principle of subsidy was recognized as necessary to bring 
rents to a level commensurate with adequate low-cost housing. 
Two forms were provided, capital grants and annual payments. 
The amount of the capital grant was limited to 25 per cent of 
capital cost unless relief labor was used, when it could be increased 
to 40 per cent. Supplementing the capital grant, the state or 
political subdivision was required to contribute at least 20 per 
cent of the development or acquisition cost of the project. If 
annual contributions were made, they could extend only over a 
period up to sixty years and were restricted to amounts necessary 
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to secure a low-rent character to the project. However, they 
could not exceed the going federal interest rate plus 1 per cent of 
the cost of the project. The locality was also required to furnish 
an annual contribution equal to at least 20 per cent of the annual 
federal amount. 

Mandatory slum clearance was another important part of the 
act. To become eligible for subsidy a locality was required to 
demolish substandard units equivalent in number to those about 
to be built. Exceptions were allowed in the case of an acute 
housing shortage. 

For purposes of administration the act established a body 
known as the United States Housing Authority, headed by an 
administrator to be appointed by the President with the approval 
of the Senate, and under general supervision of the Secretary of 
the Interior. 

Funds for work under the act were provided through an ap- 
propriation of $26,000,000. The Authority was further em- 
powered to issue obligations in the form of notes, bonds, or other- 
wise, up to a total of $500,000,000, spread over a period of three 
years, with $100,000,000 to be available the first year and 
$200,000,000 additional in each of the following two years. To 
insure low-cost housing construction, costs were limited to $4,000 
per family unit and $1,000 per room (excluding land, demolition, 
and nondwelling facilities), except in cities of more than 500,000 
population, where $5,000 and $1,250, respectively, were allowed. 

Projects and personnel of existing low-cost housing agencies 
could be transferred to the Authority, but it was required that 
such projects be sold or leased to local housing authorities as soon 
as possible. To maintain federal control in the interim, the pro- 
visions of the George-Healy Act, as discussed under P.W.A. 
housing, were included among the powers of the Authority. As 
has been said, the P.W.A. Housing Division was related so closely 
to the United States Housing Authority that both personnel and 
projects of the former were transferred to the Authority.” 

Conforming to the requirements of the act, formation of local 
authorities was encouraged. Whereas only forty-eight had been 

43 The President of the United States, Executive Order No. 7732. 
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established under P.W.A., by May 3, 1938, one hundred and forty 
had been created, thereby increasing potential loan demands.“ 
In the meantime, to counteract the business recession that was 
sweeping the country, the government found it expedient to aid 
employment by pushing the housing program. 

Under pressure of speed, defects in the act began to show up. 
The Authority had been authorized to issue $300,000,000 in loans 
through 1938,*5 but under the existing law, annual contribution 
contracts could be entered into not in excess of $5,000,000 before 
July 1, 1938, and an additional $7,500,000 after that date. As it 
was necessary to enter into contracts of loan simultaneously with 
contracts of annual contribution, the strict limitation upon the 
volume of annual contribution scaled down the United States 
Housing Authority loan contracts to a relatively small and slow 
schedule. Only an estimated $125,000,000 could be put into circu- 
lation during 1938. To remedy the defect, an increase in the 
annual contribution allotment was desirable. At the same time a 
larger total appropriation was sought, together with relief for 
those local communities that were having difficulty in raising 
their 10 per cent capital contribution. 

On May 17, 1938, Representative Steagall introduced H.R. 
10663 as an amendment to the United States Housing Act of 
1937. The bill proposed that: (a) the 10 per cent local contribu- 
tion should be suspended for the current year; (6) annual contri- 
butions should be increased to $40,000,000 a year, and should be 
acceptable as security for loans; (c) the amount of obligations 
issuable by the Authority should be increased to $800,000,000. 
The measure was not passed, but the provisions, with two excep- 
tions, were incorporated in Title IV of the Work Relief and Public 
Works Appropriation Act of 1938.*° Suspension of the ro per cent 
local contribution was not included, and power was granted to 

44 For a list of these see Hearings before the Committee on Banking and Currency, 
House of Representatives, Seventy-fifth Congress, Third Session, on H.R. 10663, pp. 
114-16. 

4sThis amount is composed of the $100,000,000 allowed in 1937 and the 
$200,000,000 allowed in 1938. 


* Public No. 122 (H.J. Res. 679), 75th Cong., 3d sess., approved by the President, 
June 21, 1938. 
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make $28,000,000 instead of $40,000,000 a year annual contribu- 
tions. 

On this new basis commitments amounting to $506,871,000 had 
been made to 123 local housing authorities by August 3, 1938. It 
is estimated that completion of the $800,000,000 program will 
rehouse approximately 560,000 low-income persons. About 
$250,000,000 will be spent for wages to the building trades and 
will provide about 270,000,000 man-hours work at the sites. An 
additional 430,000,000 man-hours of indirect labor also will be 


created.‘? 
TABLE 5* 
LOANS AND EARMARKINGS OF THE UNITED STATES HOUSING 
AUTHORITY, DEPARTMENT OF THE INTERIOR 








Rental per 
City Loan Units Room per 
Month 





“A 
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. Austin, Tex..........] $ 643,000 186 7 
. Charleston, S.C....... 1,017,000 216 

. New Orleans, La 8,411,000 1,397 
> 98 > eee 3,930,000 678 
. Youngstown, Ohio... . 2,835,000 600 
. Augusta, Ga.......... 1,369,000 335 
. Jacksonville, Fla 1,027,000 224 
. Louisville, Ky 4,261,000 814 
. New York, N.Y....... 30,000,000 5,104 
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* Hearing before the Commitice on Banking and Currency, House of Representa- 
tives, Seventy-fifth Congress, Third Session, on H.R. 10663, p. 3. 


By the fall of 1938 the Authority had completed forty-six of the 
projects taken over from the P.W.A. Housing Division. A study of 
twelve completed by February, 1938, showed that an average rent 
of $4.80 a room prevailed. Although this was the lowest average 
figure yet achieved on P.W.A. projects, in the construction of new 
projects under the housing act a lower scale of rents is antici- 
pated. In Table 5 is shown possible rentals as predicted in esti- 
mates made by the United States Housing Authority. 

When the Wagner-Steagall Act was passed, establishing the 
United States Housing Authority, a long-term rehousing and 
slum-clearance program was inaugurated in the United States. 


47 Figures quoted are from the U.S. Department of the Interior, U.S.H.A. Press 
Section, Release No. 124. 
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The temporary agencies that preceded it should be considered 
as experimental laboratories for low-cost housing, conducted 
under federal control and working with no background in ex- 
perience. As has been described, solution of their technical and 
legal difficulties gradually built a basis for the present conception 
of a housing program, the idea of federal controlled projects giv- 
ing way to the principle of decentralization with local authorities 
initiating, designing, building, managing, and owning the low- 
cost housing projects. Looked upon first as a possible means of 
alleviating unemployment, low-cost housing is now recognized 
by the federal government as a definite community need, pointing 
the way, not only to slum elimination, but also to a better physical 
and economic future for the low-income group. Started as an 
opportunity to use emergency funds, it is continuing as a perma- 
nent government function for social rehabilitation. 





AVERAGING OF INCOME FOR INCOME-TAX 
PURPOSES 


WILLIAM VICKREY 
Columbia University 


T HAS long been considered one of the principal defects of the 
graduated individual income tax that fluctuating incomes 
are, on the whole, subjected to much heavier tax burdens 

than incomes of comparable average magnitude which are rela- 
tively steady from year to year. That changes in the allocation of 
income, which often have no relation either to physical realities or 
to the real financial status of the taxpayer, should substantially 
affect his income-tax burden is obviously not in accordance with 
the principle of taxation according to ability to pay. 

Two notable attempts have been made to remedy this situation 
by the introduction of an averaging process. In the state of Wis- 
consin from 1928 to 1932 the state income tax was assessed on the 
basis of the average income for the last three years, with certain 
adjustments at the transition years. However, legal difficulties 
arose in the collection of the tax from individuals who left the 
jurisdiction of the state and in the case of corporations dissolving; 
moreover, as incomes fell drastically with the onset of the depres- 
sion, there was widespread objection to paying taxes during lean 
years based in part on the larger incomes of the more prosperous 
years. This experiment had therefore to be abandoned after only 
five years of operation.’ 

The Commonwealth of Australia in 1921 enacted a provision 
that the rate of tax to be applied to the income of the current year 
was to be determined by reference to an average of the income for 
the last five years. New South Wales had had a similar provision 
applying only to income from “primary production” (pastoral, 
agricultural, and mining) since 1912. This type of provision seems 

* For the details of the Wisconsin averaging method see Wisconsin Tax Com- 
mission, Rules and Regulations of the Wisconsin Tax Commission under the Income 
Tax Act of 1931 (Madison, 1932), pp. 215-19. 

379 


126202 we NS 





380 WILLIAM VICKREY 


to avoid the difficulty encountered by the Wisconsin scheme of 
requiring heavy tax payments in years of reduced income. The 
application of this provision has again been restricted to income 
from primary production beginning with 1938 by the 1936 revi- 
sion of the Commonwealth law.? 

From 1812 to 1926 England also assessed portions of its income 
tax on the basis of averages. This, however, was not done for the 
purpose of avoiding excessive taxes on fluctuating incomes but 
appears, rather, to have originated as an attempt to estimate cur- 
rent income from the income of past years in cases where collec- 
tion by withholding at the source proved impracticable. As this 
averaging applied directly only to the flat-rate normal tax, the 
effect in equalizing tax burdens was negligible.’ 

In the United States the special provisions concerning capital 
gains are founded in part on the theory that such gains frequently 
cause large fluctuations in the income of the taxpayer and so sub- 
ject him to higher rates; they also, however, constitute, in part at 
least, a concession to those who maintain that capital gains should 
not be taxed as income at all. Unfortunately, the relief thus 
granted is capricious in its incidence, probably excessive in most 
cases, and opens considerable loopholes for tax avoidance. 

Inequality of burden as between taxpayers of fluctuating and 
of steady incomes is not the only difficulty that is introduced by 
arbitrarily cutting up the income of the taxpayer according to 
time periods and assessing the tax for each period independently. 
In theory the determination of the accrued income between two 
points of time requires that valuations of all assets be made both 
at the beginning and at the end of the time period—an almost 
impossible task when the period is short, and an especially diffi- 

* For the details of the Australian averaging method see Norman Bede Rydge 


and J. B. Collier, Commonwealth Income Tax Acts, 1922-1929 (Sydney, 1929), 
pp. 82-113; also J. B. Collier and Norman Bede Rydge, New South Wales Income 
Tax Acts (Sydney, 1930), pp. 30-35. 

3 For a discussion of the British averaging provisions see H. B. Spaulding, 
Income Tax in Great Britain and the United States (London, 1927), pp. 211-28. A 
summary of the history of these provisions is given in: Great Britain: Royal Com- 
mission on the Income Tax (The “Colwyn Commission”), Report (London, 1920), 
Appen. 7(m). Testimony on the averaging provisions is indexed under “Assessment, 
average basis of.” 
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cult one when there is no regular market for the assets in question. 
Supreme Court decisions and administrative exigencies have made 
it necessary to use so-called “realized income” as a base; one 
result of the use of this base has been that opportunities for 
manipulations designed to reduce the tax burden by shifting in- 
come from one year to another have been multiplied. Such manip- 
ulations have in turn evoked a complex system of rules and penal- 
ties designed to prevent such tax avoidance, such as the undis- 
tributed-profits tax, the regulations concerning allowances for 
depreciation and obsolescence, the penalty taxes on personal hold- 
ing companies, and the disallowance of wash sales, sales among 
members of one family, and the deduction of large net capital 
losses from other income. These provisions, on the whole, have 
not only failed effectively to stop the avoidance but have also in 
many cases dealt excessively harshly with individuals who hap- 
pened to be caught by the legal provisions without having had 
any intention of avoiding taxes. . 

Now a method of taxation which considers as a whole the in- 
come of the taxpayer over a long period in assessing the tax 
should, if properly designed, leave the total burden of tax un- 
affected by such shifts of income between the various years within 
the period, and should also result in a much closer approach to 
equality in the burdens of taxpayers with steady and fluctuating 
incomes than is possible under the crude averaging devices cited 
above. It is an obvious extension of the principle of taxation ac- 
cording to ability to pay that no taxpayer should bear a heavier 
or lighter burden merely because certain items of his income hap- 
pen to be earned or realized in one year or another, regardless of 
whether this be by chance or by design of the taxpayer and re- 
gardless of any fluctuations in the needs of the government for 
revenue or the rates of tax in effect at various times. If a prac- 
ticable system of taxation which satisfies this criterion can be put 
into effect, then many of the arbitrary, unpopular, and compli- 
cated provisions designed chiefly to prevent the manipulation by 
the taxpayer of his income in his own favor will no longer be neces- 
sary and may be discarded. 

To be practicable, a method of assessment must meet certain 





382 WILLIAM VICKREY 


requirements. The most important of these, for present purposes, 
may be summarized as follows: 

1. The discounted value of the series of tax payments made by 
any taxpayer should be independent of the way in which his in- 
come is allocated to the various income years. 

2. The revenue for any given year should be capable of being 
raised or lowered by suitable modifications of the rates without 
too long notice. 

3. If the taxpayer leaves the jurisdiction at any time, there 
should be no accumulations of untaxed income left behind and no 
tax due except possibly the regular tax for the last year. (This 
was one difficulty with the Wisconsin method.) 

4. Any given tax payment should not be too large in relation to 
the income of the period immediately preceding. 

5. Transition to and from other methods of assessing income 
tax should be simple. 

6. The method of computing the tax should not be beyond the 
ordinary taxpayer’s capacity. 

7. The administrative burden should not be excessive. 

There are two steps in devising a method of assessment which 
will meet these criteria. The first is to determine a method of com- 
puting the final closing payment at the end of the averaging 
period (for example, at the death of the taxpayer) which will 
satisfy criterion 1; the second is to provide for the payment of 
suitable instalments during the averaging period which will satisfy 
criterions 2, 3, and 4. 

Consider first two taxpayers, A and B, both of whom start with 
the same capital, obtain the same rate of return, and have identi- 
cal earnings and expenditures during the period, the only dif- 
ference being that A pays taxes on his income during the period, 
whereas B manages, by one method or another, to postpone the 
payment of the taxes until the end of the period. B’s total income 
for the period will then exceed A’s total income by the compound 
interest on the amounts which A paid as instalments on his in- 
come tax but which B avoided paying and so was able to invest. 
If, then, to A’s total income is added the compound interest on 
the taxes which A has paid from the time they were paid to the 
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end of the period, an amount which will be called the ‘“‘adjusted 
total income”’ is obtained which is the income A would have had 
if he had paid no taxes during the period. It may readily be seen 
that this adjusted total income will remain the same for any given 
taxpayer, regardless of any changes that may occur in the alloca- 
tion of the realization of his income to the various years within 
the averaging period. If the final payment is determined in such 
a way that the aggregate present value of the taxes paid with 
respect to the income period is dependent only on this adjusted 
total income, then criterion 1 will be satisfied. A standard for the 
graduation of the tax that immediately suggests itself is that the 
taxpayer with a steady income throughout the averaging period 
shall be unaffected by the change in method of assessment, so that 
the taxes paid by a given individual A with a fluctuating income 
shall have the same present value as the taxes that would have 
been paid on an annual basis of assessment by a taxpayer C witha 
steady income of such magnitude that C’s adjusted total income is 
equal to that of A. This standard satisfies criterion 2, at least 
with respect to the total payments of any one taxpayer. 

In providing for the payment of annual instalments previous to 
the end of the income period, criterion 3 suggests that each year 
be treated as if it were the end of an averaging period, except that, 
instead of requiring a final and conclusive valuation of the capital 
assets of the taxpayer, any reasonable valuation tendered by the 
taxpayer may be accepted for the purpose of computing the 
accrued capital gain or loss. Any errors in valuation at this point 
will make no difference whatever in the total burden ultimately 
imposed upon the taxpayer but will merely alter somewhat the 
time of payment. This treatment will avoid any questions of un- 
paid and uncollectible taxes, will keep the tax payments fairly 
well in step with the income of the taxpayer, and will cause 
revenues to respond promptly to increases or decreases in the rates. 

The principles involved in the computation of the tax for each 
year will then be as follows: First, the adjusted total income of 
the taxpayer for the period from the beginning of his averaging 
period to the present will be calculated by adding to his total 
income for the period the compound interest on the taxes which 
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he has paid with respect to this income. The size of the constant 
income which would have yielded the same adjusted total income 
over this period is then calculated. The next step is to calculate 
the present value of the taxes that would have been payable on 
such a constant income according to the present methods of as- 
sessment and the rates for the various years of the income period. 
The present accumulated value of the taxes already paid by the 
original taxpayer is then deducted from this sum, and the re- 
mainder is the tax currently due. 

At first sight this method of determining the annual payments 
to be made by the taxpayer may seem hopelessly complex; it is 
possible, however, by constructing special tables and carrying 
figures forward from previous returns, so to arrange the computa- 
tion that the actual work required of the taxpayer will be con- 
siderably less than that at present required of taxpayers having 
capital gains and losses. The special tables would be prepared by 
the Treasury, would be comparable in every respect to the surtax 
tables now in use, and would give the total tax payable on given 
amounts of adjusted total income, with marginal rates to be ap- 
plied to income between the bracket limits given in the table. 
There would be one such table prepared for each number of years 
for which individual taxpayers will have been subject to this 
averaging method of assessment.‘ Then from a previous return or 


4 The following is a sample of such a table for taxpayers averaging over two 
years. The rates taken are the surtax rates of the revenue act of 1936 for both 


years, with interest at 5 per cent. 








Adjusted Total Rate of Tax 
Total Present Value on Excess 
Income of Tax within Next 

(Dollars) (Dollars) Bracket (Per Cent) 





° ° ©.0000 
8,000 ° 4.0059 
12,004 164 §.11 
16,009 369 6.1408 
20,015 615 7.1625 


24,022 go2 8.1836 
28,030 1,230 9.2043 
32,039 1,599 11.2441 
36,050 2,050 13.2818 
40,063 15.3176 











This table is precisely similar to present surtax tables except for the facts that 
the figures are not rounded and that the amounts in the first two columns are a 
little over twice the corresponding amounts in present tables. These amounts 
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certified transcript the taxpayer would copy the total adjusted 
income and the total value of tax payments as of last year. The 
total value of taxes previously paid is then multiplied by the rate 
of interest fixed by the Treasury to obtain the interest accrued 
during the past year upon taxes previously paid. This interest is 
then added to the value of taxes paid as of last year to get the 
present value of taxes paid, and is added together with the ad- 
justed total income from the previous return and the income re- 
ported for the past year to get the new adjusted total income. 
From the appropriate surtax table the taxpayer then obtains the 
total present value of tax corresponding to this adjusted total in- 
come by exactly the same procedure as is used at present in com- 
puting the surtax corresponding to a given surtax net income; 
from this total value of tax the taxpayer then deducts the total 
present value of past taxes paid, and the remainder is the payment 
due for the current year.’ These computations are fairly simple 


would be a little more than three times as large for a table for taxpayers averaging 
for three years, and so on. 

The figures given in the table are computed as follows: A taxpayer with a 
steady annual income (after exemptions) of $12,000 pays a surtax each year, under 
the present law, of $440. Interest on the first year’s tax at 5 per cent is $22. This 
$22, added to the total income for the two-year period of $24,000, gives the adjusted 
total income of $24,022 given in the first column. The total present value of the 
tax is $440 + $440 + $22 = $902. The next higher level of income in the present 
tables is $14,000, giving similarly an adjusted total income of $28,030 and a total 
present value of tax of $1,230; thus, the size of the total adjusted income bracket is 
$4,008, and the tax on this bracket is $1,230 — $902, or $328. The rate of tax on 
this bracket is therefore $328 + $4,008, or 8.1836 per cent. 


5 The required computations might be set out as follows on the income-tax return. 


. Net income this year (after exemptions) «sss++++ $18,500.00 
. Adjusted total income as of previous year —— froma item 5 of pre- 

vious year’s return) - 200.00 
. Total value of income taxes paid e as i) previous year s (copied hom 

item 6 of previous year’s return) ; 
. Interest for past year on taxes paid (5 per cent of item 3) . 

(The rate of interest may be varied from year to year by the 

Treasury in accordance with current economic conditions. The rate 

of interest must, of course, be the same as that used in the computa- 

tion of the surtax tables.) 
. Adjusted total income (sum of items 1, 2, and 4) seeee 87,732.60 
. Present value of tax on item 5 (computed from surtax table) a 7 
. Present value of past income taxes paid (sum of items 3 and 4).... 264.60 
. Tax due (item 6 minus item 7) 930.42 


The figures given are for the 1938 return of a taxpayer who is averaging over the 
two years 1937-38, having a net income, after exemptions, of $9,200 in 1937 and 
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compared with many less equitable proposals for averaging and 
with the present computations required in the case of capital 
gains. 

The chief drawback seems to be that a separate table is needed 
for each number of years for which taxpayers are permitted to 
average their income. Thus, after fifteen years of operation, 
fifteen separate tables would need to be drawn up; and while the 
individual taxpayer would need to consult only one, either the 
burden of selecting the proper table will have to be placed upon 
the taxpayer or the Treasury will have to undertake to mail each 
taxpayer the proper table on the basis of the records of previous 
returns. Whichever method is chosen, this should not prove an 
insuperable obstacle. Criterions 6 and 7 are thus fairly well satis- 
fied. 

Failure of the current tax liability to keep pace with the ability 
to pay of the taxpayer in accordance with criterion 4 has been a 
serious obstacle to the adoption of other forms of averaging, and 
actually was a contributing cause in the repeal of the Wisconsin 
averaging provision. It is possible to show, however, that under 
the foregoing method of computation the amounts of tax succes- 
sively due will, under very general conditions, not bear too high a 
relation to the income of the preceding year. Under the Wiscon- 
sin method, a man with a sharply reduced income found that he 
still had to pay a tax based on the relatively high income obtained 
by averaging the income of the last three years. Here, on the 
other hand, a reduction in current income below the average of 
past years will cause the average, including the current year, to 
fall below the average on which the tax for previous years was 
based, and therefore will reduce the tax which should be payable 


$18,500 in 1938. For the first year, items 2, 3, and 4 are zero, so that item 5 for the 
first year is simply the income of that year, and so appears unaltered in item 2 
above. 

Item 6 is calculated as follows: The largest amount in the first column of the 
surtax table not greater than item 5 is $24,022.00, the excess being $3,690.60. The 
tax on the first $24,022.00 is given in the second column, $902.00; the tax on the 
excess at the rate given in the third column, 8.1836 per cent, is $302.02, a total of 
$1,204.02. Except for the unrounded figures, this computation is precisely the same 
as that now required in computing surtax. 
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with respect to those years. The excess of tax actually paid over 
the tax assessable in view of the reduced average is, in effect, 
credited to the taxpayer and applied in reducing the tax for the 
current year. In fact, it can be shown mathematically that, if the 
rate remains unchanged and the income for the current year is 
less than the average income, the tax payable for the current year 
will be less than, or at most equal to, the tax that would have been 
payable for that year on a straight annual basis of assessment. 
Actually, the only case where the payment due in any given year 
can bear an unreasonable relationship to the income of the year 
immediately preceding is the case of a drastic rise in the scale of 
basic surtax rates accompanied by a sharp decrease in the income 
of the individual taxpayer.* Thus, no provision for the relief of 


* If for the sake of simplicity it is assumed that income accrues and tax is as- 
sessed continuously, the equivalent constant income ? of taxpayer C is determined 
by the following relation expressing the equality between the adjusted total in- 
comes of A and C (see pp. 382-83): 


f “tr(r) + s(x) [esl-*) — a]Jdr = f {7 + 2(¢, 7) [e-") — a}Jar, 


where r(r) is the income of A at time 1, s(r) is the tax payable, i is the rate of in- 
terest, ¢ is the base of natural logarithms, r = ¢ is the time at which the current 
computations are being made, r = zero is the beginning of the current averaging 
period, and 2(r, 7) is the tax payable on a nonaveraging basis on an income rf ac- 
cording to the schedule in effect at time 7; ? may be called the “average income” of 
A. 

The total present value of the taxes on the incomes of A and C are to be equal; 


therefore, 
t t 
f s(r) etl-)dr = f 2(?, r) et(t-r)dr . 
c oO 


Differentiating these two expressions with respect to ¢ and solving for s(¢), 
s(t) = 2(7, 4) + [r@) — FO), 


where 7 is the “mean effective marginal tax rate” given by the equations: 


t: 
{1 — m(r)] dr " 
—=1 me m(r) = 2G) 


- f ‘m(r)eilt-ride 
° 


m thus corresponds to the rate of tax on the top bracket of income. 





[Footnote 6 continued on following page] 
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hard cases need be made except in the years immediately follow- 
ing a sharp increase in rates. Even in the years when such relief is 
necessary, the form of the relief may be made fairly simple with- 
out opening any very serious loopholes, since the number of tax- 
payers who will be eligible for relief will be relatively small. The 
relief might take the form of a provision that the tax payable in 
any one year shall not exceed an amount determined by applying 
a supplementary rate schedule, somewhat higher than the regular 
basic one, to the income of the taxpayer for the previous year. 
The reduced tax payment may be carried over as a basis for cal- 


If the rates are progressive, it follows that 
oz 
on > o. 
Then, if r < 7 and if m < M, which in particular will be the case when rate schedules 
are kept unchanged or lowered (and even if rates are raised slightly), then 
:< 07,) + (r—7) m+ 4 (7 — 7 SOD z(r, t) 
where r S p S ?. Thus, the tax is less than it would be without averaging. 
If, on the other hand, r > 7, then, since # < 1, 


r—s = (r—P)(1—m) —2(?) +7? > F—2(F); 


that is, the residue after the tax is greater than the residue from an income equal 
to the average income. 
If 2(?)/? < m (which will permit the current rate to be considerably higher than 
past rates), then 
s = 2(?)— mm? +r < Mr, 


that is, the overall rate of tax will be less than m. 
Finally, if r > % and 2(?)/? > 7% (which implies that current rates are consider- 
ably higher than past rates), then 


:. # 4 2(?) 2(7) (7) | 
= io-n(a-F) +P < 2; 


that is, the overall rate of tax will be less than that on the average income. 

The only case left out of the foregoing limitations on the tax is the case where 
r <¥ and current rates are so much higher than previous rates that s(?)/7 > @. 
This is the only case in which there is a possibility of relief provisions being required. 

The conclusions arrived at on the assumption of continuous payments are 
a fortiori true in the case where the payments are made annually, since similar 
relations can be obtained from those above by integrating the continuous payments 
over successive yearly intervals. 
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culating subsequent payments, so that in most cases the govern- 
ment will not, in the long run, lose any revenue through the grant- 
ing of this relief except in the most extreme cases. 

Unlike such moving average plans as the Wisconsin plan dis- 
cussed on page 379, no particular problems arise at the time of in- 
 auguration or abandonment of an averaging plan such as that out- 
lined in the preceding four paragraphs. At the start, the basis that 
is already calculated for property in the hands of the taxpayer is 
all that is necessary to obtain an initial value for the capital assets 
of the taxpayer. If at any future time it is desired to abandon this 
method of assessment, the basis may again be taken as that last 
declared by the taxpayer or as corrected by whatever restrictions 
it is deemed necessary to reimpose. These problems of allocation 
of income occur in any case with even greater frequency under a 
straight annual basis of assessment. 

It is apparent that such an averaging device can prevent the 
avoidance of tax by the shifting of income only with respect to 
shifts of income between years within the averaging period. If it 
is permitted to shift income between years included in an averag- 
ing period and previous or subsequent years, whether or not they 
are included in other averaging periods, the possibility of avoid- 
ance will re-emerge. It will therefore be necessary to reintroduce 
at the close and commencement of each averaging period such 
safeguards as may be available to prevent such shifting of income 
between one averaging period and another. 

The simplest method of preventing such shifting of income is to 
require that an inventory of the assets of the taxpayer be made at 
the end of each averaging period and that the capital gains and 
accruals so revealed be included in the income of the last year of 
the preceding averaging period. While this procedure might in- 
volve a prohibitive amount of administrative work if valuation 
each year were required, as is the case when assessment on a strict 
accrual basis is proposed, only a small fraction of this work would 
be required here, since the valuations would be made only at 
relatively long intervals. 

There are many reasons why the averaging period should bey 
made as long as possible. Obviously, the longer the averaging pe- 
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riod, the smaller will be the administrative task of valuation and 
checking valuations. If the averaging periods are arranged so that 
their ends are staggered, then the effect of the valuation date upon 
the markets may be reduced by lengthening the averaging period, 
since then the amount to be valued at any one time will be smaller. 
The incentive for the taxpayer to attempt to shift his income 
from one period to another will be smaller the longer the averaging 
period, since it will be more difficult for him to forecast for the 
longer period what the size of his income will be and to what rates 
he will be subject; moreover, the actual variations in average in- 
come and average rates as between one period and another are 
likely to be smaller. However, the saving in interest to the tax- 
payer who transfers income from the last year of one period to the 
first year of the next will be substantially greater, since the in- 
terval between the average date of payment of the tax will be not 
one year but an entire averaging period. In general, the increase 
in equity afforded by the averaging method of assessment will be- 
come greater as the period is made longer. 

The logical limit would seem to be to extend the averaging 
period from the majority of the taxpayer until his death. (Al- 
though it would be possible to start the averaging period at birth, 
the difficulties involved seem to outweigh any possible advan- 
tages, especially as such a procedure would tend to favor those 
who had taxable incomes during their minority.) If this plan is 
adopted, then only two valuations throughout the life of each 
taxpayer become necessary: one at the majority of the taxpayer 
and one at his death. The valuation at death is in most cases al- 
ready required for estate-tax purposes, while the valuation at the 
time of the taxpayer’s attainment of majority would usually in- 
volve only a very small amount of property and would be rela- 
tively easy to enforce, since in general it would be to the tax- 
payer’s advantage to report as completely as possible. 

This plan involves the imposition of a tax upon the capital 
gains accrued upon the taxpayer’s property at the time of his 
death. That such gains should be taken into account in the return 
for the year in which the taxpayer dies has already been proposed 
as an independent reform designed to plug an important loophole. 
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Doubts have been expressed, however, as to the constitutionality 
of such an assessment. If the direct imposition of such a tax does 
prove unconstitutional, indirect methods of accomplishing the 
same end will probably not be difficult to find. There is the pos- 
sible device of offering the averaging plan, coupled with the 
voluntary acceptance of such an assessment by the taxpayer, as 
an alternative to being taxed on an annual basis as at present; 
since in most cases the averaging method would, under identical 
rate schedules, result in a reduction of the tax burden, most tax- 
payers would probably elect the averaging plan. The rates ap- 
plicable to those electing the annual basis of assessment might 
even be made somewhat higher, in order to offset any advantage 
that this election might have in affording loopholes for avoidance. 
Another method of inducing the taxpayer to accept such an as- 
sessment voluntarily might be to impose a special estate tax upon 
the transfer of assets containing such unrealized gains. The tax 
on the unrealized gains might even avoid the constitutional issue 
by being formulated as such an estate tax graduated according to 
the average income of the taxpayer. 

Extending the averaging period from the majority of the tax- 
payer to his death automatically provides for a staggering of the 
ends of the averaging periods of different taxpayers so as to reduce 
to a minimum the influence on markets of the necessary valua- 
tions. The problem immediately arises, however, of how to treat 
taxpayers whose family status changes. One solution would be to 
cut the averaging period arbitrarily at the time of marriage, di- 
vorce, or death of spouse. Such a procedure, however, imposes a 
fairly heavy tax burden upon marriage, since the individual who 
marries will not be able to average his previous low incomes with 
his subsequent presumably higher incomes (or, in less frequent 
cases, vice versa) and will therefore have to pay heavier taxes than 
the man who remains single and is able to average over the longer 
period. This factor may altogether outweigh the concessions 
given the family man in increased exemptions; and if it does so, 
will run directly counter to most accepted notions of ability to 
pay. Another method of dealing with the problem would require 
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separate returns to be filed and the tax computed and paid 
separately by each member of the family. 

A more radical but probably more satisfactory method in the 
long run would be to go one step farther than the community- 
property states and consolidate the entire family income in one 
return, apportion this family income among the various members 
of the family according to proportions fixed by statute, and com- 
pute a tax separately for each member of the family, using for 
each person the appropriate previous total adjusted income. This 
method has the advantage that it is likely to prevent to a very 
large extent the avoidance of tax by various methods of redis- 
tributing income between members of the family. Moreover, it 
would eliminate the arbitrary and unjustified advantage now 
enjoyed by residents of the community-property states. On the 
whole, this seems a more equitable method of taxation than that 
at present in effect, even if not used in conjunction with any 
averaging basis of assessment. In order that this change should 
not be thought of merely as a method of increasing the relief given 
the wealthy on account of their families, it should be accompanied 
by a decrease of about 50 per cent in the income levels at which 
various rates of tax become effective, so that the actual change in 
the tax burden of the married will be relatively slight, with a sub- 
stantial increase in the burdens of those individuals of large in- 
comes who have no family with which they share this income. 

Another important question is how far the averaging device 
should be extended to individuals with the lower incomes. A 
rigorously thoroughgoing application of the first criterion would 
result in requiring every adult to file a return no matter how small 
his income, and in permitting individuals to accumulate, as a de- 
ficit to be offset against any future income, any excess of exemp- 
tions and allowable deductions over gross income. This procedure 
is open to two very serious objections. The administrative job of 
auditing this vast number of returns would be staggering, espe- 
cially as it would be necessary to check even those returns that 
were obviously not taxable, since if the taxpayer later has a large 
income, the amount of deficit reported in previous returns will 
affect his tax in such a year. The statistics might be interesting 
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but would probably be rather expensive! The other serious draw- 
back is that Congress might at some later time find that, having 
previously been somewhat more generous with exemptions and 
deductions than it would want to be at that time, the taxpayers 
would have accumulated such a backlog of deficits against which 
to offset any current income that no matter how far exemptions 
were then reduced, very little income from the lower brackets 
could then be made subject to tax. Thus, the result could con- 
ceivably be considerable financial embarrassment on the part of 
the government, or alternatively a breach of faith with the tax- 
payer through the abrogation of the right to set off these accumu- 
lated deficits against current income. 

A simple method of getting around these difficulties is to permit 
personal exemptions to be deducted only to the extent of net 
income. This would restrict the carrying-forward of negative in- 
come to cases where business losses, capital losses, and other 
deductions exceed net income; in such cases a slight penalty would 
attach in that the benefit of the exemption for that year would be 
lost. Under such limitations there would be no incentive in the 
bulk of cases for the filing of nontaxable returns in the expectation 
of future increased income. 

In connection with a flat-rate tax at a fairly low rate, such as 
the present normal tax, the application of the averaging method 
of assessment under the foregoing restrictions would make a slight 
but on the whole insignificant difference, provided only that full 
carry-over of losses is permitted. It may therefore be quite suf- 
ficent, at least at first, to apply the averaging method to the com- 
putation of surtax only, continuing to calculate the normal tax on 
an annual basis as heretofore. This plan would cut the initial ad- 
ministrative load down very sharply; and after experience has 
been gained with these returns, the plan might be extended to 
cover the normal tax of those paying surtax, or all taxpayers, as 
seems desirable on the basis of such experience. 

In the case of corporations the opportunities for avoiding taxa- 
tion by shifting income from year to year are more limited than in 
the case of individuals, since the corporation income-tax rates are 
but slightly graduated and since the rates themselves seem to have 
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been, at least in the past, rather more stable from year to year 
than the rates of the individual income tax. Nevertheless, the ap- 
plication of this averaging method, or some modification of it, 
may be of advantage even here, since the Treasury would thereby 
be freed from the necessity of checking inventory, depreciation, 
obsolescence, and the like, except at times of reorganization and 
to make sure of the absence of double counting. The question is 
not as important as with the individual income tax, however, 
since the need for the undistributed-profits tax and the special 
capital-gains provisions would not be affected, these being largely 
devices to patch up the unsatisfactory operation of the individual 
income tax. 

Any averaging device will, of course, require a certain amount 
of record-keeping. The current records required under the present 
proposal consist of only four items: the year in which the tax- 
payer commenced to average, the adjusted total income, the total 
present value of past taxes, and the total value of the capital 
assets of the taxpayer as declared in his latest return. Further in- 
formation may be filed but is not normally necessary for the 
checking of future assessments. It is probable that the decrease 
in other administrative work which is made possible by the em- 
ployment of this method of assessment, such as the checking of 
capital-gains computations and checking deductions for deprecia- 
tion and the like, will more than make up for the keeping of more 
complete records. 

The averaging method of assessing income tax is not without its 
drawbacks. The keeping of records, the slightly more complicated 
method of computing the tax, the required final valuation at 
death (and perhaps at times of change of marital status), the 
existence of several surtax tables among which the correct one 
must be selected, the occasional need for the payment of refunds 
(in addition to refunds of overpayments resulting from error), and 
the more detailed treatment of family returns are the chief points 
at which objections may be raised. Special groups will also require 
particular attention: some approximate method of dealing with 
part-year returns must be devised, unless the number of surtax 
tables to be used is to be multiplied to an extent that may be con- 
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sidered intolerable; aliens who draw their income from foreign 
sources in some years may obtain unfair advantages under the 
normal operation of such an averaging device and may require 
special provisions; changes of residence status may present diffi- 
cult problems in the case of states employing such an averaging 
device, as may the taxation of nonresidents. These difficulties and 
the many possible methods of dealing with them cannot, however, 
be discussed at length here. 

Against these minor drawbacks are to be set substantial gains 
in equity as between taxpayers with steady and those with fluc- 
tuating incomes, taxpayers with fixed and those with readily 
manipulated incomes, taxpayers with capital gains and those 
with other forms of income, and single and family taxpayers. 
The fact that similarly circumstanced taxpayers are treated sim- 
ilarly produces, in turn, still further desirable results, such as a 
substantial decrease in the worry, expense, and economic waste 
which now result when taxpayers seek to minimize their tax 
burden, a reduction in the amount of litigation, and a decrease in 
the influence of the income tax upon business transactions and the 
economic life of the community. For example, the securities 
market should be freer from the extraneous influence of the arbi- 
trary rules concerning capital gains and losses, while the influence 
of the income tax in reducing the amount of capital for risky enter- 
prises should be diminished, as abnormal profits in one or two 
years will no longer subject the taxpayer to such high rates. 

The undistributed-profits tax, as well as the surtaxes on per- 
sonal holding companies and corporations improperly accumulat- 
ing surplus, could be repealed completely without fear of reopen- 
ing loopholes for tax avoidance. The special provisions for the 
taxation of capital gains could also be repealed, as such gains 
could be included in net income without imposing any special 
hardships upon the recipients of such gains, while the limitations 
on the deduction of capital losses could be removed without there- 
by opening any loopholes.? The removal of the incentive to shift - 

7 Many of the complicated, controversial, and often arbitrary regulations for 


determining when gains are realized may be discarded; or, if this is not done, at 
least there will no longer be any incentive for contention on either side. The only 
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income from depression years, when rates are high, to prosperous 
years, when rates are low, should increase the cyclical stability of 
yield and in turn reduce the pressure to limit the deductibility of 
losses in times of depression, as was done in 1932. It is possible 
that this factor may also have some influence in reducing the 
severity of the business cycle. 

The method of assessment outlined in this article has been 
developed on the assumption that the base to be adopted for in- 
come taxation is “accrued income” as opposed to the “paid- 
income”’ or “‘accrued-income-less-net-savings” base advocated by 
Irving Fisher.* It is possible to adapt this method of assessment, 
with a few slight changes (changes which, on the whole, make its 
operation even simpler), to operate on the latter base; in the case 
of a “‘paid-income”’ tax, however, the advantages of the averaging 
method are much less striking than is the case with the accrued- 
income tax. The paid-income tax is said to be inherently less dif- 
ficult of administration than the various forms of accrued-income 
tax; if so, there would be less room for improvement in that direc- 
tion; in any case, the administrative difficulties, if they exist, are 
are not of the variety that would be reduced to any large extent 


necessary requirement is that any amounts received from property be either re- 
ported as income or applied to reduce the basis of the property. Indeed, separate 
accounting for individual assets is no longer necessary; a simple declaration by the 
taxpayer of the estimated total value of his capital assets as of the end of the year 
is all that is necessary, and accuracy need not be insisted upon. Similarly, regula- 
tions for the allowance of depreciation and obsolescence may be discarded and the 
allowance made as the taxpayer sees fit. The problem becomes chiefly one of avoid- 
ing double counting and seeing to it that taxpayers do not postpone realization of 
income to the point where there is danger of loss of tax through insolvency, or 
realize prematurely in the hope of being able to gain through the application of 
relief when in later years the taxpayers report lower incomes. This latter danger is 
already taken care of through the provisions in existing law for jeopardy assess- 
ments; further protection could be added by stiffening the qualifications for the 
application of the relief provisions. It may be desirable to provide a slight incentive 
to taxpayers to report income and pay taxes as early as possible by setting the 
interest rate used in the computation of the tax slightly above the market rate. 


® The expenditure tax advocated by Irving Fisher is expounded in greatest 
detail in “Income in Theory and Income Taxation in Practice,” Econometrica, 
Vol. V, No. 1 (January, 1937); also less technically in “A Practical Schedule for 
an Income Tax,” Tax Magasine, July, 1937. 
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by an averaging method. On the other hand, the paid-income tax 
assessed on a straight annual basis may have a much more severe 
effect in accentuating the business cycle through encouraging 
spending in times of prosperity, when taxes are low, and discour- 
aging it in times of depression and fiscal need, when taxes are high, 
than is the case with the accrued-income tax. Also, a rather se- 
vere transitory effect upon sales may be expected at times of 
sharp increase or decrease in rates. The application of an averag- 
ing device would substantially eliminate both of these untoward 
effects. The possibility of the simplification of administration in 
the one case, of the elimination of transitory and cyclical effects in 
the other case, and of the equalization of burden in both cases by 
means of such an average basis of assessment should make it 
easier to discuss the relative merit of these two bases for taxation 
on the basis of their long-run economic and social effects without 
having the issue confused by considerations of cyclical effects, 
relative ease of administration, and degree of discrimination 
against fluctuating incomes. 
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NATIONAL INCOME AND CAPITAL FORMATION: 


MORRIS A. COPELAND AND EDWIN M. MARTIN 
Central Statistical Board 
Washington, D.C. 

NEW stage in the contributions of the National Bureau of 
Economic Research to a summary statistical statement of the 
operations of our national economy is represented in National 

Income and Capital Formation. This general volume has been supple- 
mented by Volume XXXIV of the “National Bureau” series, Com- 
modity Flow and Capital Formation, Volume I, containing the detailed 
statistics and the methodological notes and discussions basic to the 
estimates on these topics in the volume under review. Two additional 
supplemental volumes of a similar character—one on national income 
and the other dealing with capital consumption*—are yet to come. 
Thus, at the present time, the detailed processes which Dr. Kuznets 
has employed in arriving at his final estimates have been only partially 
explained. Nevertheless, it is clear that National Income and Capital 
Formation represents a long step forward in our quantitative under- 
standing of economic activity in the United States. 

Perhaps the most important feature of this new over-all national 
financial statement is that it employs the concept of gross national 
product’—a concept which is more inclusive than that of national in- 
come in that the cost of replacing worn-out items in the stock of cer- 
tain types of durable wealth is included. For this total it is possible to 
break down the national product into the various kinds of ultimate 
products—commodities and services—which make it up. Dr. Kuznets 
provides us accordingly with estimates of gross and net capital forma- 
tion, i.e., roughly speaking, of the gross and net additions to our stock 
of wealth. The total value of public works, of new business plant and 
equipment, of new housing constructed, and of consumers’ durable 

* Simon Kuznets, National Income and Capital Formation, 1919-1935: A Pre- 
liminary Report. New York: National Bureau of Economic Research, Inc., 1937. 
Pp. x+86. $1.50. 

* Capital Consumption and Adjustment, Vol. II, has just been received as this 
review is completed. 

3 This is not the first attempt to estimate the gross national product for the 
United States. Cf. Clark Warburton, “How the National Income Was Spent, 1919- 
29,” Journal of American Statistical Association: Papers and Proceedings of g6th 
Annual Meeting, March, 1935, pp. 175-82. 
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commodities distributed to their users, as well as the current value of 
net changes in the physical volume of business inventories, are sepa- 
rately identified. That annual estimates of each of these items for the 
period 1919-35 are of outstanding importance for a better under- 
standing of business fluctuations, all will agree. The provision of an- 
nual estimates for semidurable and perishable commodities purchased 
by consumers is also an important contribution. 

Incidental to these major contributions, three important further 
points may be noted. First, we now have available for the first time 
for a long series of years, 1919-35, carefully worked out estimates of all 
the major items of national income conceived as a total of distributive 
shares. We are glad to note in the annual report of the National Bureau 
for 1937 that it is planned to produce additional estimates both of the 
national income and of capital formation on a comparable basis for 
selected years back as far as the 1870’s. 

Second, in estimating the value of the increase in physical inven- 
tories Dr. Kuznets has necessarily attempted to estimate also the 
amount of paper capital gains and losses due to changes in the prices of 
commodities held as inventories. In general, existing accounting prac- 
tice does not differentiate the value of a physical increment from the 
paper profit due to a price increase; both are included in a single item 
which (when positive) tends to increase net business income.‘ 

Third, Dr. Kuznets includes in this volume figures compiled by 
Mr. Solomon Fabricant of the National Bureau on the cost of replace- 
ment of worn-out capital equipment. Thus an over-all measure is pro- 
vided of the value of those new capital goods which are financed pri- 
marily out of charges to depreciation and depletion. The estimates of 
national income, presented in the first two volumes published by the 
National Bureau of Economic Research seventeen years ago, empha- 
sized the importance of additions to corporate surpluses as a source of 
capital funds. The present volume contributes to the recent recogni- 
tion of additions to depreciation and depletion reserves as a major 
source of capital funds. Additions to surpluses and to depreciation 
and depletion reserves have aptly been referred to jointly as “inside 
capital funds” in contrast to funds derived from the capital markets 
through security flotation or short-term borrowing. 

Figure 1 makes clear that inside capital funds were of predominant 
importance in the period 1919-35. The total value of new plant and 

‘See, for the economic significance of these paper gains and losses, Henry B. 
Arthur, “Inventory Profits in the Business Cycle,” American Economic Review, 
March, 1938, pp. 27-40. 
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equipment acquired by business enterprises and of physical incre- 
ments in their inventories during the seventeen-year period was 
$129,600,000,000. About 83 per cent ($107,200,000,000) was financed 
through inside funds according to Dr. Kuznets’ estimates. Moreover, 
while the sharp peaks in 1920 and 1929 and drops in 1921 and 1924 
appear to reflect changes in the flow of outside funds, fluctuations in 
inside funds available account for many of the major fluctuations in 
business capital formation (i.e., new business investment). Clearly this 
is a finding of major importance for business-cycle theory. 


CAPITAL FORMATION AND INSIDE CAPITAL FUNDS 
OF BUSINESS ENTERPRISES IN THE UNITED STATES 
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There are, indeed, various qualifications to be borne in mind in 
reading Figure 1: (1) When one enterprise has an excess of inside funds 
over its new tangible investment needs and a second enterprise has an 
equal deficit, the second enterprise must clearly have recourse to the 
capital market, although taken together the two enterprises place no 
net demand upon the capital market. (2) Various enterprises are in- 
cluded which are not ordinarily regarded as business: farms, churches, 
etc. (3) There are several serious questions regarding constituent items 
of the estimates. Comments are made below both on the inventory 
gain-and-loss adjustment item and on noncorporate business savings. 
With the latter comment in mind we should have preferred a chart of 
corporate capital formation and corporate funds alone, but Dr. Kuz- 





NATIONAL INCOME AND CAPITAL FORMATION 401 


nets’ estimates of capital formation do not provide the necessary 
breakdown. Again, absence of such a breakdown leaves some question 
as to whether the two estimates are strictly comparable. One further 
question may be noted—the basis for exclusion from corporate net 
income of capital gains and losses is not very satisfactory even for the 
six years for which it was attempted. Finally, there should perhaps be 
mentioned one type of questions which does not affect the present com- 
parison, viz., questions as to the accuracy of depreciation and depletion 
figures.5 A correction of an error in this constituent item would involve 
an offsetting correction in business savings, leaving total inside funds 
unchanged. (4) At present it is not possible to provide direct informa- 
tion on outside funds on a comparable basis. It is to be hoped that an 
early attempt to provide an over-all analysis of sources of funds for 
our economy will be undertaken. 

In spite of these four comments we believe the comparison of capital 
formation and inside funds is of outstanding significance. 

With due recognition of the contributions of National Income and 
Capital Formation to our existing statistical information, we yet feel 
compelled to call attention to the omission of several sets of estimates 
which would have added greatly to the value of the volume. We regret 
that Dr. Kuznets felt constrained by the nature of the data available 
to exclude additions to consumers’ durable goods from his estimates of 
net capital formation. The omission of such additions causes his esti- 
mate of total capital formation to fall seriously short of a compre- 
hensive total for our economy. Moreover, consumers’ durable goods 
have undoubtedly played an important part in business fluctuations 
during the period which these figures cover. In effect, for many uses 
of his data one must assume that such goods are not a part of national 
wealth and that the net increases in the stock of consumers’ durable 
goods are not a part of saved income for the community. Certainly 
Dr. Kuznets might have brought us a little closer to the common con- 
ceptions of wealth and saved income by including gross and net ad- 
ditions to the stock of one major item—automobiles. Available data 
here are at least as satisfactory as are those on public capital formation. 

One may infer from the adjusted and unadjusted estimates of capital 
consumption presented that rather more than a substantial start has 
been made toward estimates of a large portion of the national wealth. 
Since recent and reliable estimates of wealth are almost wholly non- 

’ Dr. Kuznets presents his figures on a replacement basis rather than on a de- 


preciation and depletion basis; but, as he notes, either basis will give the same total 
of inside funds because of this offset. 
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existent, it seems unfortunate that the relatively short additional step 
necessary to secure such figures was not taken. Dr. Kuznets has recog- 
nized the value of this information on page 51 where he compares his 
capital formation data with wealth estimates based on the Federal 
Trade Commission figures for 1922. It seems probable, particularly in 
the light of some unpublished estimates which have recently become 
available, that the wealth data used by Dr. Kuznets are not wholly 
comparable with his net capital formation estimates, and that the 
particular projection he attempts is not entirely safe. 

We also find it difficult to understand why no attempt was made to 
estimate directly the value of services rendered annually to consumers. 
The data available are as reliable as those for a number of important 
components of national income, and the results could hardly have been 
more subject to error than those arrived at by the roundabout method 
adopted by Dr. Kuznets. The figures shown by him in Table 16 (p. 
56) are the residual left after deducting the estimates of net capital 
formation and consumers’ outlay for commodities from national in- 
come. An estimate by subtraction is always hazardous. It is particu- 
larly so when the comparability of the minuend with the subtrahend 
plus the remainder is not explored for any year. Even if the important 
adjustment of the minuend—the gross national product—to exclude 
capital gains were perfect (and Dr. Kuznets would be the first to ques- 
tion the satisfactoriness of this adjustment), the comments of the two 
following paragraphs, in our opinion, raise serious questions regarding 
the assumption of comparability of the minuend with the subtrahend 
plus the remainder. 

Several of the procedures adopted by Dr. Kuznets appear to us to 
involve theoretical errors. Most of these have been more fully dis- 
cussed elsewhere. We must disagree in the first place with his method 
of computing the net value product of government. Dr. Kuznets eval- 
uates in terms of tax and other cash receipts the commodities and ser- 
vices which represent the gross value product of government. We re- 
gard this procedure as highly unrealistic. In estimating the national 
income, commodities and services provided by government through 
deficit financing should, we believe, be included at an imputed value 
based on current market values of related goods. The difficulty with 


6See Morris A. Copeland, “The Concept of National Income,” in Studies in 
Income and Wealth (National Bureau of Economic Research, 1937), Vol. I. For a 
further discussion of the problem of estimating income originated by financial insti- 
tutions see Morris A. Copeland, “Some Problems in the Theory of National In- 
come,” Journal of Political Economy, February, 1932. 
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Dr. Kuznets’ procedure may be made clear if we consider the case of a 
school district depending for revenue receipts exclusively upon taxa- 
tion. According to Professor Kuznets’ method, the gross value product— 
education—would be especially low in a year in which tax receipts fell 
off, leaving an operating deficit, and especially high in a year in which 
tax receipts permitted a substantial retirement of debt.? However, the 
new method of computing the net value product of government which 
Professor Kuznets has employed, although in our opinion it involves 
serious errors in recent years, has one important merit. It involves the 
concept of a government residual equity, i.e., total assets minus total 
liabilities. This is a step in the direction of applying business-like ac- 
counting methods to government. Our quarrel with his method is that 
it does not go far enough in this direction. 

In the second place, from an examination of the figures on interest 
income derived from the various industrial groups, we infer that 
Dr. Kuznets, as in his previous volume, has followed roughly King’s 
procedure with regard to financial institutions and has assumed that 
certain property income and payment items precisely cancel one an- 
other and so can be ignored. Among these items are interest income of 
industrial enterprises from investments in private obligations, short- 
term interest payments of such enterprises, interest and dividend in- 
come of banks, interest payments by banks, and interest accrued on 
life insurance policies. We contend that the assumption that these and 
other neglected credit and debit items in the national income account 
precisely cancel is contrary to fact and that difficulties in the available 
data do not warrant the substitution of a false assumption for an actual 
measurement. Incidentally, we may note that the title of Table 4, 
“Distribution of Aggregate Income Payments to Individuals Accord- 
ing to Industrial Origin,” is misleading, particularly as applied to fi- 
nancial institutions. 

One phase of the analysis presented in Table 6 appears to us to be 
based on an unsound argument. It is described on pages 27-28 in 
these words: 

The share of various types of payment is measured in percentages of ag- 
gtegate income payments, not in percentages of national product, for savings 
of enterprises cannot be assigned as an income share to any specific group of 
income recipients. There is often an inclination to treat net savings as part 
of property income, on the ground that such savings or losses affect most 


7See G. C. Means, Lauchlin Currie, and Robert Nathan, “Problems in Esti- 
mating National Income Arising from Production by Government” in Studies in 
Income and Wealth (National Bureau of Economic Research, 1938), Vol. II. 
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conspicuously the value of securities held by the recipients of interest and 
dividend payments. But if incurring a net business loss or retaining net busi- 
ness savings by an enterprise does affect the fortunes of its security holders, 
the net savings as measured by us are hardly a measure of the effect. And 
it may reasonably be argued that savings of enterprises in an industry are 
as important to the employees as to the owners, and have as much effect on 
their economic welfare. Upon this assumption, percentage allocation among 
the types of payment of national income would be identical with that of 
aggregate income payments to individuals. 


In our opinion this assumption is false. We do not believe that Dr. 
Kuznets would argue that the levy of an undistributed profits tax 
which forced a reduction in the proportion of net income saved by 
corporations would directly reduce the amount of the national income 
accruing to employees. And yet we cannot see how he can deny that 
this conclusion is a necessary corollary of his position. 

We also question the separate presentation made in Table 6 of 
figures on “entrepreneurial withdrawals.” The distinction between 
entrepreneurial withdrawals and entrepreneurial business savings does 
not seem to us to rest on satisfactory statistical or theoretical founda- 
tions. In the 1937 meeting of the National Bureau Conference on 
Wealth and Income the ambiguity in the concept of entrepreneurial 
withdrawals was pointed out and Dr. Kuznets was asked in which of 
four senses he used the term. He has not yet replied. In view of this 
and in view of the fact that the choice among these definitions is some- 
what arbitrary and the factual basis for applying the one chosen in 
breaking down entrepreneurial income into entrepreneurial savings 
and entrepreneurial withdrawals is scanty, we should have preferred 
to see entrepreneurial income (as presented in Appen. A) shown in the 
main text tables. The distinction between entrepreneurial savings and 
withdrawals, if presented at all, should have been relegated to an ap- 
pendix with a full notation of the cautions to be observed in using the 
estimates. 

The distinction made between the book value of depreciation, de- 
pletion, and fire allowances and their reproduction value seems to us 
both useful and important. So also are the estimates of capital con- 
sumption which permit an estimate of net additions to the stocks of 
certain types of wealth. Nevertheless we should like at several points 
to question these estimates and the discussion of them. 

The estimates of capital consumption, particularly business capital 
consumption, move erratically in some years. It is possible that these 
“random” fluctuations are in large part due to difficulties in inter- 
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preting the depreciation and depletion figures reported to the Bureau 
of Internal Revenue. 

According to a footnote to Table 13, in computing the “estimated 
consumption of capital goods in government use,” it is assumed that 
roads and sewers do not depreciate or become obsolescent. It is not 
clear whether this assumption has a pragmatic basis in scanty data or 
is believed to represent the actual situation in respect to these goods. 
The latter justification for the omission of these estimates, if that is 
what is intended, does not appear to be sound. 

On page 9 the depreciation and depletion allowances are described 
as applying to all real estate. In fact, however, the depletion of agri- 
cultural land has not been estimated. Soil erosion and exhaustion are 
important items, but are necessarily excluded because of the difficulty 
of measuring them statistically at the present time. 

In connection with this discussion of depreciation and depletion 
estimates, we should like to call attention to the significance for many 
purposes of the distinction between capital consumption and capital 
retirements. Dr. Kuznets does not present figures on retirements and 
is consequently unable to discuss the relations between capital con- 
sumption, capital retirement, and durable goods production. In many 
respects any analysis of the relative magnitudes of durable goods pro- 
duction and consumption is likely to be misleading if the volume of re- 
tirements is not also considered. This is particularly true of attempts 
to relate net capital formation of business to changes in productive 
capacity. Actually retirements may lag behind or precede depreciation 
allowances by substantial amounts. For example, for several years 
after a period of sharp expansion in productive equipment retirements 
will be at a substantially slower rate than depreciation charges. If the 
latter are used to purchase new equipment there will be an expansion of 
capacity which will not be measured by net capital formation. We 
hope that the as yet unpublished analysis of these relationships which 
has been prepared by Dr. George Terborgh, of the Board of Governors 
of the Federal Reserve System, in the light of estimates of the volume 
of all three, may soon be made available for general examination and 
discussion. 

Dr. Kuznets’ estimates of net changes in inventories, both in cur- 
rent and 1929 prices, are a useful and important contribution. Never- 
theless, although probably as nearly accurate as available data permit, 
they must be used with considerable caution. It should be remembered 
that, as noted by Dr. Kuznets in his supplementary volume, Com- 
modity Flow and Capital Formation, page 404: 
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They omit inventories in the hands of governmental and other agencies 
that do not report to the Bureau of Internal Revenue; stocks in the hands of 
individual and partnership firms in all fields except agriculture, mining, 
manufacturing, construction, and trade; stocks of all commodities on farms 
except livestock, wheat, corn, and oats; and stocks of perishable and semi- 
durable commodities in the hands of ultimate consumers. The magnitude 
of these missing items cannot be evaluated even roughly, but some, e.g., 
the last mentioned, are likely to be appreciable, and subject to changes 
whose size would be significant as compared with changes in the inventory 
totals 


In addition to the limitations in their scope, the figures are neces- 
sarily a rough adjustment of reported and estimated values made by 
the use of price indices. Book values had to be estimated for some years 
for a large part of the total, and for some part of the total for all years, 
using such devices as sales-inventory ratios for sample firms. Where 
the book values of inventories are available their value is determined by 
a variety of methods and the basis of valuation may even change from 
year to year when the widely approved “cost or market” formula is 
followed. The information we have regarding the physical composition 
of inventories, particularly their distribution between raw materials, 
goods in process, and finished commodities, is wholly unsatisfactory— 
almost nonexistent. Hence, the choice of the proper price indices and 
weights to use in converting the inventories in terms of book values to 
values at 1929 prices and at current prices must be largely guesswork. 
Finally, the quantity and quality of price data available for this pur- 
pose are far from adequate. In view of these various possible sources of 
error, it would seem wise to consider the final estimates as indicating 
no more than the trend and general order of magnitude of the value of 
changes in business inventories. 

In addition to estimates of national income and capital formation in 
current dollars Dr. Kuznets offers us estimates adjusted for price 
changes. Deflation is always a somewhat hazardous procedure and it 
is particularly so where, as in the present case, there are serious gaps in 
the available price and physical volume data—particularly in the years 
prior to 1926. While a more detailed appraisal of his deflations must 
wait upon fuller information regarding his methods it appears to us 
that in one important respect his technique is theoretically sound— 
where techniques previously employed have been in error. He pro- 
vides us with separate deflations for consumed and saved income and 
his estimate of deflated saved income is so made as to represent an 
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increment in national wealth measured in deflated dollars. But the 
adjustment of the income estimates is hardly, as is suggested on page 6, 
an adjustment for “changes over time in the general price level.” 

It is well to keep in mind also the boldness of the assumption 
made in deflating the figures for the net value product of the com- 
modity-producing industries presented in Table 5. Only if a great 
many other usually fluctuating factors remain unchanged is it true 
that an index of the total physical volume of output of any single 
industry group reflects changes in the deflated net value product of 
that industry. 

As a final, relatively unimportant comment we cannot help but wish 
that some means had been contrived to prevent readers from becoming 
as badly confused as we were by the complicated maze of figures repre- 
senting various concepts of income and capital formation which are 
presented in this volume. Such small improvements as a fuller use of 
numbers and letters in the box and stub and in the right-hand margin 
for larger tables would help materially. So also would liberal use of 
the device of indicating relationships between lines (or columns), for 
example, A + B = C.* Again, even the figures on income in current 
dollars include certain adjustments for price changes. Presentation of 
wholly unadjusted figures for leading items would be helpful. Finally, 
although the variations in the concepts are useful, the presentation 
would have been easier to follow if a single basic concept had been con- 
sistently adhered to throughout the body of the book and the variants 
presented in an appendix. 

No one knows as well as Dr. Kuznets what his figures do and do not 
mean and what they can and cannot be used to explain. In accordance 
with a too frequent practice of the National Bureau of Economic Re- 
search the present volume is almost devoid of economic analysis of the 
important new data assembled. May we hope that Dr. Kuznets will 
give us another volume presenting his analysis of the significance of the 
statistics contained in National Income and Capital Formation, 1919- 
1935 for an understanding of the operations of the economic system, 
particularly in relation to business cycles. 


‘If anyone doubts that the tabular presentations are badly organized, let him 
try this simple exercise. Put the various distributive shares, employee-labor- 
income, dividends, interest, etc., in the box; and various industry groups, agricul- 
ture, mining, etc., in the stub; and draw up a table for any one year for which the 
sum of the cross-totals and the sum of the down-totals will agree. 





MONETARY INFLUENCES ON POSTWAR WHEAT 
PRICES: A REPLY 


V. P. TIMOSHENKO 
Food Research Institute, Stanford University 


N THE December, 1938, issue of this Journal Professor Alvin H. 
| Hansen published an extended review of my study, Monetary In- 

fluences on Postwar Wheat Prices. In that review he concentrated 
attention on certain methodological questions as well as on some of my 
conclusions on price effects of currency depreciation. Regarding my 
analysis of the course of wheat prices during 1921-29 he makes no 
specific comment. In undertaking here to correct certain misinterpre- 
tations I wish, first, to say that two main classes of monetary influences 
were under consideration. Depreciation of currencies, which tends at 
the moment to attract attention most readily, was the less important 
of the two. More important, in my view, were the evidences of mone- 
tary influences during 1924-29. I sought to bring out the important 
price-raising effects of monetary developments during that period and 
to show that the unduly high level of wheat prices at that time stimu- 
lated rapid expansion of wheat production and created disequilibrium 
between the supply and the demand for use. Such an interpretation 
of the course of wheat prices during 1924-29, which differs from the 
usual interpretation, is in my opinion of considerable importance for 
an understanding of the price collapse in 1930-31. 

As to the methodological questions, I must begin by agreeing fully 
with Professor Hansen that analysis of demand in terms of demand 
schedules, taking into consideration not only changes in the shape of 
the demand curves themselves but also their shifts, theoretically must 
be regarded as the most appropriate method. Unfortunately, the avail- 
able statistics, even for so well explored a commodity as wheat, are 
such that it is practically out of the question even to determine the 
definite forms of these demand curves, to say nothing of quantitative 
measurements of changes and shifts in them.' Here is a difference in 
the way economic problems are approached by general economic the- 
orists and by commodity economists and statisticians. General econo- 
mists often elaborate logically perfect schemes for quantitative analy- 

* This can still be said, in a sense here appropriate, even since the publication 
of Henry Schultz’s monumental book. 
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sis of a problem based mainly on theoretical principles, but frequently 
without much attention to existing data that might permit these 
schemes to be used. Thus, in most cases these schemes of quantitative 
analysis remain simply schemes, and practical analysis of the problem 
in question proceeds on the basis of qualitative reasoning. Commodity 
economists and statisticians commonly employ methods which to a 
general theoretical economist may seem “narrow and arbitrary”’; but 
the reason is not always that they do not know the more general 
methods, as Professor Hansen seems to suppose in referring to “a fault 
too common among agricultural economists” (p. 881 of his review). 
It is rather because they wish to proceed with feasible quantitative 
analysis of the problem and not to construct a scheme of a theoretically 
perfect analysis. 

It was for such reasons that I undertook an analysis of the postwar 
price development of wheat in terms of the year-end carryover as the 
“simplest of indicators summarizing the relationship between the sup- 
ply of and the demand for a commodity during a specified period of 
time”’ (p. 265 of my study). Professor Hansen characterizes this inter- 
pretation of the supply-demand relationship in terms of the year-end 
carryover as “narrow and arbitrary,” but I have the impression that this 
characterization is made partly because Professor Hansen misunder- 
stands my method. He asserts that my basic assumption is that “the 
central dominating influence on the price of wheat is the year-end 
carryover.” That statement would mean that I regard the year-end 
carryover as a causal factor determining prices, whereas I stated at 
the outset of my analysis (p. 265) that I use the year-end carryover 
only as an index summarizing the relationship between the supply and 
demand, or, as I said, as “‘a balancing item between the supply of a 
given commodity and its utilization during the past crop year.” To 
treat the year-end carryover as “the central dominating influence on 
the price of wheat” would indeed be “narrow and arbitrary,” I agree; 
but my method of interpreting supply-demand relationship in terms 
of the year-end carryover, if correctly understood, is at least not arbi- 
trary. In some degree it may be regarded as narrow because changes 
in the year-end carryover reflect only changed relationship between the 
supply and the effective demand for use, while fluctuations in specula- 
tive demand—demand represented by holding a commodity in expecta- 
tion of a higher price—are not reflected by statistics of year-end carry- 
overs. Changes in speculative demand, however, must affect price. 
Consequently, they may considerably disturb an otherwise close cor- 
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relation between change in price and change in year-end carryover. I 
worked on the assumption that under normal market conditions fluc- 
tuations in speculative demand, reflecting changes in forecast of the 
relationship between the supply and the demand for use, would not 
disturb to a considerable degree the relationship between price and 
carryover, particularly when price averages for sufficiently long peri- 
ods of several months are used in analysis. But shifts in speculative 
demand occasioned by operation of certain external factors, such as 
price inflation, for instance, are likely to disturb this relationship sub- 
stantially. To many this assumption may seem too bold; but I ex- 
plicitly stated it at the outset of my analysis (p. 265) and thus made 
clear to my readers what were the assumptions on which my con- 
clusions are based. 

Working on this assumption, I sought to isolate those price move- 
ments that seemed inexplicable in terms of the relationship between 
the supply and the effective demand for use, and then to find a plausible 
explanation for these movements in certain factors external to the 
wheat market in its narrow meaning. These external factors—among 
them monetary influences—affect wheat prices, in my opinion, mainly 
through their influence upon speculative demand (in its wide meaning, 
see p. 265 of my study). I believe that some other factors mentioned 
by Professor Hansen, such as “general forces making for deflation or 
expansion in the total national income’”’ (p. 881), are reflected either in 
their effect on demand for use or in their effect on speculative demand 
—mainly, in my opinion, the latter. 

Of course speculative demand is affected not only by circumstances 
of money and credit but also by many other factors non-monetary in 
nature, as I explicitly stated (p. 265). But the two broad types of in- 
fluence are so intermingled that there seemed to be no other way to 
appraise the importance of monetary factors than to consider them 
together with the most important of the non-monetary influences. 
This made it necessary to include in my analysis discussion of many 
non-monetary factors—a procedure which Professor Hansen apparently 
regards as an unnecessary complication (p. 881 of his review). 

It seems to me that this approach is justifiable for the limited pur- 
pose I had in view, namely, to “spot” the presence of disturbing factors 
that affected prices mainly through their influence upon speculative 
demand. I used quantitative analysis of price movements only to un- 
cover those price movements which seemed inexplicable in terms of 
the relationship between the supply and the effective demand for use. 
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I regarded such analysis as a starting-point for further careful study 
of these “residual” price movements. It was impossible, however, to 
conduct this further study by quantitative analysis and to appraise 
quantitatively the importance of monetary influences. Consequently, 
analysis of particular “residual” price fluctuations proceeded as a rule 
on the basis of qualitative reasoning in which several factors were 
usually taken into consideration, with particular reference to monetary 
influences. 

On page 882 of his review Professor Hansen asserts that in my 
study “at some points the argument is stressed that a general defla- 
tionary movement and severe decline of the total national income are 
of relatively slight significance with respect to the movement of wheat 
prices.” I fail to see how Professor Hansen can find a single statement 
in my study that justifies this assertion. His quotation from page 276 
of my study, which he gives in substantiation of his affirmation, main- 
tains only that the deflationary policy in England (1925-29) could 
hardly depress “the demand” for wheat bread. Perhaps it would have 
been better to say “the effective demand” or “the consumption” of 
bread. But my statement does not mean that the deflationary policy, 
if effective, would not have influenced wheat prices significantly 
through its effect upon speculative demand. Identification of the effect 
on demand for use with the effect on prices in the foregoing assertion 
indicates that, in the opinion of Professor Hansen, “‘a general deflation- 
ary movement and severe decline of the national income” affect wheat 
prices through a significant reduction of demand for use. In my opin- 
ion an effective deflationary movement would influence wheat prices 
mainly through its effect upon speculative demand, whereas the con- 
sumption of wheat bread under the prevailing conditions of a relatively 
high standard of living in England would not decline and might in- 
crease. Statistics of wheat utilization in Great Britain substantiate 
this view. But I cannot agree with the same sort of reasoning by Pro- 
fessor Hansen in regard to demand for pork in the United States; for 
pork products, though they are among the cheapest of meat products, 
are by no means the cheapest food products to which consumers with 
low standards of living would shift their consumption in case of decline 
of their income. Decline of income would reduce consumption of pork 
at stable prices much more than it would reduce consumption of 
wheat bread, even under conditions of high standard of living in the 
United States. 

The great importance of the deflationary process upon wheat prices 
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I not only recognized but in many places emphasized, particularly in 
explaining the collapse of wheat prices in 1930-31 and their further 
decline in 1931-32 (pp. 304-5, 308-9). There I emphasized the view 
that decline of wheat prices, greater than could reasonably be explained 
by the disequilibrium between supply and demand for use, must be 
explained partly by deflationary processes which tended to reduce 
speculative demand for wheat. 

Space precludes detailed comment on Professor Hansen’s criticisms 
covering certain secondary price movements. I shall deal with only a 
few of them. 

He indicates that my conclusion is not quite clear regarding the 
effect on wheat prices of British departure from gold in September, 
1931. I must say that I was and am puzzled at finding that the 
direct depressing effect of the depreciation of the pound on wheat 
prices in gold was much less pronounced than is usually asserted, par- 
ticularly upon prices during 1931-32. But the indirect depressing ef- 
fects transferred through the currencies of the wheat-exporting coun- 
tries—-Argentina, Australia, and Canada—were noticeable. More- 
over, further decline of the pound in response to depreciation of the 
United States dollar in 1933 had relatively greater direct depressing 
effects on world-wheat prices in gold. At this point Professor Hansen 
criticizes my assertion about the depressing effect on gold wheat 
prices of the depreciation of the United States dollar. He seems to 
overlook the fact that, in discussing wheat prices in the United States 
(p. 286), I recognize the supporting influence of dollar devaluation for 
a limited period of time, mainly during 1933, and that it is principally 
with respect to gold prices on the world-market (p. 310) that I find 
clear evidence of a depressing effect of dollar devaluation. These cir- 
cumstances, as I noted, make it necessary to attribute the depressing 
effect to indirect rather than to direct influences; to the repercussion 
of depreciation of the dollar upon other currencies, such as the British 
pound, other sterling currencies, and the Argentine peso. 

In regard to the presentation of my statistical analysis Professor 
Hansen says, “It would have been helpful if the author had presented 
a statistical measurement of deviation of the price from what might 
be regarded as normal from the standpoint of year-end carryover.” 
I think that Professor Hansen would be satisfied if, in addition to time 
charts presenting the relation of average annual price by crop years 
to year-end carryover, I had added scatter diagrams on which more de- 
tailed analysis accompanied by curves representing average relation- 
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ships were given. I can only say that in my analysis I used such scatter 
diagrams extensively but chose not to publish them, thinking that an 
attentive analysis of the time charts, presented on a semilogarithmic 
scale, would suffice for readers in understanding my analysis. It was 
perhaps a mistake not to have included these scatter diagrams. 

I hope that the foregoing paragraphs will be helpful to readers who 
wish to understand the method I used in my study. The problem there 
dealt with, however, is too complex and too controversial to be pre- 
sented in a form so conclusive that no room would be left for differences 
of opinion concerning all explanations of secondary price movements. 
It was not my intention to give definitive answers to all the questions 
that these price movements raise. Mere demonstration of the existence 
of these secondary price movements was a major objective in my mind. 























THE PRYME LIBRARY OF ECONOMICS AT 
CAMBRIDGE UNIVERSITY 


FRANK WHITSON FETTER 
Haverford College 


AMBRIDGE UNIVERSITY has recently made available for 
use in the Marshall Library of Economics the notable collec- 
tion of books and pamphlets bequeathed by George Pryme, 

first professor of political economy at the university. It would be a 
misfortune to have this collection go unnoticed outside of Cambridge. 
A word about it would come most appropriately from someone con- 
nected with the university, but Cambridge economists modestly 
brushed aside my suggestion that a notice of this collection should be 
given to the outside world. I had the good fortune to be the first per- 
son not associated with Cambridge to make extensive use of the collec- 
tion, and I believe that American economists would be interested in a 
short account of its history and contents. 

In 1816, a decade before Nassau Senior delivered his first lectures 
at Oxford, George Pryme, a young barrister and a graduate of Cam- 
bridge, delivered a course of four lectures at Cambridge on political 
economy. Pryme continued his lectures, which were expanded in the 
course of time, for over forty-five years, in the face of discouraging 
circumstances. The new subject received small recognition in the 
educational scheme at Cambridge, and not until after the period of 
Pryme’s lectures was credit given for political economy in the examina- 
tions of the university. Although Pryme was recognized as professor 
of political economy by the senate of the university in 1828, no chair 
of the subject was established until 1863, shortly before his resignation. 
His only remuneration consisted of student fees, which rarely 
amounted to over £30 a year." 

The duties of the professorship were only a side line in Pryme’s 
life. In addition to his legal duties he held a number of local public 
offices, and in 1832 was elected as a Whig member for the borough of 
Cambridge in the first reformed Parliament and served until 1841. 
Although he made no noteworthy contributions to economic thought, 

* Most of this information about Pryme’s work at Cambridge is taken from the 
Autobiographic Recollections of George Pryme, edited by his daughter, Alicia Bayne 
(Cambridge, 1870). 
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Pryme was a man of liberal views, and he was keenly interested in 
the economic problems of his time. 

On his death in 1868 Pryme bequeathed to Cambridge University, 
“for the use of such persons as shall from time to time succeed me as 
Professor of Political Economy,” his economic library of over eighteen 
hundred volumes. The books were not turned over to the university 
until 1872, and it is not clear what the history of them was in the next 
two decades. Pryme’s successor was Henry Fawcett. Like Pryme, his 
main interest was in the field of law and politics, and although blind 
he was for many years a member of Parliament and served as post- 
master-general. Apparently neither he nor anyone else made any use 
of the books in his lifetime. 

After Fawcett’s death in 1884 Alfred Marshall succeeded to the 
professorship, but the fate of the books in the early years of Marshall’s 
professorship, as in Fawcett’s time, is a mystery. There is a Cam- 
bridge tradition, with little evidence to support it, that Marshall at 
one time considered the addition of a study to his house to accommo- 
date the books that went with his professorship. All that is definitely 
known is that some time before 1900 the books were deposited in the 
university library, and there they remained, uncatalogued, and for all 
practical purposes inaccessible, even to Cambridge economists, until 
1935. That Pryme had left a collection of books to the university 
was a matter of public record: it is mentioned in his Autobiographic 
Recollections, in the sketch in the Dictionary of National Biography, 
and in the catalogue of Cambridge University. But apparently no one 
away from Cambridge, and few persons at Cambridge, had any ap- 
preciation of the nature of the collection. The one person definitely 
known to have made use of it was Herbert S. Foxwell, who had the 
nose of a bloodhound when old books were involved. Foxwell, a fellow 
of St. John’s College, had started in the 1880’s his great collection of 
economic literature that was later to become the Goldsmiths’ Library 
of the University of London. He must have had access to the Pryme 
collection, probably in the 1890’s, as he has references to its contents 
in his personal finding list of economic literature. 

About 1913 a start was made on the preparation of a catalogue, but 
the work was not completed—probably on account of the war. The 
books remained buried in the university library until Professor Pigou 
had them transferred to the Marshall Library in 1935, where, under 
the charge of Mr. Piero Sraffa, the librarian, they have been cleaned 
and repaired and the catalogue has been completed. 
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The Pryme Library has about 1,850 titles, of which about 1,550 are 
British and over 200 French. About 75 of the British items date be- 
fore 1700, about 215 date between 1700 and 1750, and about 1,200 
date between 1750 and 1830. Over one-half of the French items date 
between 1750 and 1790. There are also about 25 Spanish items, al- 
most all before 1800. There is very little material after 1840. The 
coverage of the library is of course much narrower than that of larger 
and more famous libraries of economic literature, such as the Seligman 
Library at Columbia University or the Goldsmiths’ Library of the 
University of London. Even in the period in which it is strongest its 
holdings fall far short of equaling these libraries. A rough comparison 
with the check list of the Seligman Library indicates that the Pryme 
Library in the years 1800-1820 has slightly less than two-thirds as 
many British items as Seligman, but it has several items that are not 
to be found either in the Seligman Library or the Goldsmiths’ Library. 
In one way, however, the Pryme Library is unique. In 1840 it was 
probably the greatest collection of English economic literature in the 
world, and almost certainly no library of that time that has come down 
unbroken to the present would equal it. 

Pryme, it would seem, was not a bibliophile of the McCulloch type, 
nor a collector like Foxwell or Seligman who gave freely of time and 
money in the effort to build up a complete collection of the economic 
writings of the past. He seems to have had little desire to have fine 
bindings or to acquire first editions simply for their own sake. Many of 
the eighteenth-century books are excellently bound, but the impression 
one gets is that they were already bound when Pryme acquired them. 
Almost all the pamphlets from the 1790’s on are unbound. The earliest 
English edition of the Wealth of Nations is dated 1805. There is a full 
set of Ricardo’s publications, but there was apparently no attempt to 
secure the various editions. A number of standard works are missing, 
but there are items of unusual rarity, many of which were probably 
acquired by Pryme at the time of publication. 

The catalogue lists twenty-one titles by Josiah Tucker, twelve titles 
by Robert Torrens, and eight titles by Sir John Sinclair. There is a 
copy of George Renny’s A Demonstration of the Necessity and Ad- 
vantages of Free Trade to the East Indies, presented to Horne Tooke 
by the author; a copy of William Blake’s Observations on the Principles 
Which Regulate the Course of Exchange, and on the Present Depreciated 
State of the Currency, presented to John Wheatley by the author. A 
large manuscript volume of student notes on Dugald Stewart’s lec- 
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tures at Edinburgh in 1809, the last year in which Stewart lectured, is 
of particular interest. It was undoubtedly on this manuscript that 
Pryme drew in the preparation of his own early lectures at Cambridge, 
of which he says: “I have taken some hints from Professor Dugald 
Stewart’s ‘Philosophy of the Human Mind’... . and have also bor- 
rowed somewhat from manuscript abstracts of his Lectures taken by 
two of his auditors.”* So, the last lectures of a great disciple of Adam 
Smith, as preserved in a student’s notes, contributed to the inaugura- 
tion of Cambridge economics. 

It is to be hoped that Cambridge University will publish a catalogue 
of this unusual library—so rich in content and in its association with 
the development of English economics. 


2 George Pryme, “An Introductory Lecture and Syllabus to a Course Delivered in 
the University of Cambridge on the Principles of Political Economy” (Cambridge, 
1823). 





THE INCIDENCE OF A GENERAL OUTPUT OR A 
GENERAL SALES TAX: A CORRECTION 


HARRY GUNNISON BROWN 
University of Missouri 


URTHER analysis and questions and criticism from and dis- 
cussion with students and colleagues lead me to the conclusion 
that I should amend, in several sentences, the view presented 

in my paper in the April number of this Journal. The changes called 
for are, mainly, in the following paragraph on pages 259 and 260: 

There is another important qualification Even if a retail sales tax 
is levied ubiquitously and at the same rate, there would still be some rise 
of retail prices. In the absence of friction . . . . , there would be an immedi- 
ate adjustment of relative prices but no change in the general price level. 
Since the tax is levied at the point of retail sales, a wedge is driven, so to 
speak, between retail and wholesale prices. Wholesale prices, producers’ 
prices, wages, interest, and rent—all these are slightly lowered. Retail prices 
are raised and exceed wholesale prices more than before by the amount of 
the tax. The decrease in the money incomes of workers, capitalists, and 
landowners, as individuals, is balanced by the new tax receipts of the govern- 
ment. Individually, the people have less money to spend. Collectively— 
through the sales-tax receipts, to be spent by the government—they have 
more to spend. The average of manufacturers’ and other producers’ prices, 
wholesale prices, and retail prices remains unchanged, but manufacturers’ 
and other producers’ and wholesale prices are lower while retail prices are 
higher. 


Instead of saying “Retail prices are raised and exceed wholesale 
prices more than before by the amount of the tax,” I should have 
said: ‘Retail prices are raised and exceed wholesale prices more than 
before by the amount of the tax minus the slight reduction in the wages, 
interest, and rent received from retailing.” For, since the tax lowers 
somewhat, in money terms, wages, interest, and rent generally, we 
must suppose that the wages, interest, and rent received from retail 
operations will go down proportionally. That is, we must suppose this 
on the assumption of a relatively frictionless society in which the levy 
of the sales tax is followed almost at once by the re-establishment of perfect 
equilibrium. To’anyone who may criticize such an assumption as un- 
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realistic, I would reply that the existence of friction was specifically 
allowed for and some of its consequences pointed ou in later paragraphs 
of my paper. 

The later sentences of the paragraph in question ought to be re- 
phrased as follows: 

The decrease in the money incomes of workers, capitalists, and land- 
owners is so balanced by the new tax receipts of the government that the 
total of the money incomes of individuals and government will buy as much 
as the incomes of individuals (and any previous government income) would 
formerly buy. Individually, the people have less money to spend. Collec- 
tively—through the sales-tax receipts, to be spent by the government—they 
have more to spend. The average of manufacturers’ and other producers’ 
prices, wholesale prices, retail prices, individual money incomes in the form 
of wages, interest, and rent, and government income remains unchanged, 
but manufacturers’ and other producers’ and wholesale prices are lower 
while retail prices are higher. 


The reason for rephrasing is that the article, as first printed, gives 
the impression that the total of individual wages, interest, and rent, 
plus the new tax receipts of government, are precisely equal in money 
terms to the total of individual wages, interest, and rent prior to the 
tax; while retail prices are higher. This means that if the total of the 
incomes of individuals and government before the tax would just 
suffice to buy the annual output of goods at retail, after the tax these 
incomes would not suffice. Of course, a great many government pur- 
chases may be at wholesale and, therefore, at somewhat lower prices 
than before and, even if government purchases at retail, it may buy 
at a price not including the tax. Nevertheless, the statement should 
be so formulated as to allow for the possibility that the income of 
government consequent on the tax may be increased, in terms of 
money, more than wages, interest, and rent to individuals are de- 
creased. This is quite consistent with an unchanged general price level, 
since wholesale prices, manufacturers’ prices, and raw-material prices 
are all somewhat reduced. 

In order that the long footnote on page 260 may be entirely con- 
sistent with the above correction, the next to the last sentence should 
be amended to read as follows: “But the essential point I am trying to 
stress now is that average prices (counting producers’, wholesale, and 
retail prices and also individually received wages, interest, and rent 
and the governmentally received tax money) as actually charged and 
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paid in the markets, are not made either higher or lower by output 
or sales taxes, and that the average is, therefore, the same regardless 
of where the ‘wedge’ is driven.” 

Some critics may still complain that the collecting of the tax is 
itself, in a sense, an addition to the total of transactions and that, 
conceivably, it may thereby slightly delay the spending of money di- 
rectly for goods, thus modifying—but hardly more than infinitesimally 
—the conclusions. And, of course, there may well be other points not 
adequately treated or not treated at all in my paper. All I am attempt- 
ing in this note is to correct the errors here specifically referred to. 





BOOK REVIEWS 


The Growth of Chicago Banks, Vol. 1: The Formative Years, 1816-1896; 
Vol. Il: The Modern Age, 1897-1938. By F. Cyrit James. New 
York: Harper & Bros., 1938. Vol. I: Pp. xvii+672; Vol. II: Pp. 
vii+797. $8.00 per set. 

In an interestingly and forcibly written two-volume study Pro- 
fessor James has provided us with a scholarly account of the develop- 
ment of credit institutions in Chicago. Their early origins, growth, and 
varied difficulties are skilfully portrayed against the background of 
economic and social change. Local evolutionary changes are inter- 
woven in the fabric of national development. Unlike many histories 
of a single bank or group of institutions, the study is nonbiographical 
in character. The contributions of the financial giants of the past are 
given recognition but are not emphasized to the exclusion of funda- 
mental trends. 

Such a study logically lends itself to a chronological approach and 
is divided into various periods coinciding with significant develop- 
ments. Through the first period, 1816-50, the Chicago credit market 
was dominated by the state-owned banks, which had been established 
to accelerate the economic progress of the community. The free bank- 
ing laws enacted in the decade of the forties represented an application, 
revolutionary at the time, of Jacksonian democratic concepts to the 
field of banking. The succeeding twenty years witnessed the organiza- 
tion of sound local commercial-banking institutions. 

In the next two decades, 1870-90, the Chicago banks extended the 
scope of their operations beyond the metropolis. A regional money 
market was established. Banks in the central and western sections of 
the country began to make use of the Chicago banks as reserve de- 
positaries. The establishment of branches or agencies of the Canadian 
banks for the purpose of financing grain exports caused the local insti- 
tutions to establish foreign exchange departments. 

In the thirty-six years from 1893 to 1929 the development of Chi- 
cago as an important regional money market was accelerated.. The 
local securities and capital markets grew in independence. Security 
and mortgage loan affiliates were established by different institutions. 

Interspersed through the two volumes are discussions of the banking 
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and monetary theory prevailing at various periods which serve to ce- 
ment the chronological treatment into a unified whole. In the early 
history of the credit market, as in all pioneer communities, “banks 
were regarded as powerful engines for the painless provision of capital.” 
Involuntary abstinence was substituted for voluntary savings. The 
growing illiquidity of bank portfolios resulting from the substitution of 
bank credit for savings was justified, then as now, on the ground that 
the newer ideal of shiftability was sounder than the outmoded concept 
of liquidity. 

A few voices were raised in opposition. Among these was that of 
Condy Raguet who asserted that the crisis of 1837 was the result of 
illiquid bank loans, and, some years later, that of Stephen Colwell 
whose contributions until recently have been generally neglected by 
students of banking and monetary theory. Despite such strictures the 
doctrine that depressions were caused by an “inadequate”’ money sup- 
ply received widespread acceptance. Banks were regarded as the 
panacea for every economic ill, and they were expected to provide that 
amount of purchasing power sufficient to raise national income to some 
level thought desirable. Prosperity was to be achieved through in- 
creased spending and larger fiscal deficits. 

Closely related to analyses of current theories are discussions of the 
changing character of bank assets, which are given an important place 
in Professor James’s study. From the earliest beginnings Chicago fi- 
nancial institutions (excepting national banks, until recently) have been 
involved in real estate loans. This is to be expected in a vigorously de- 
veloping community in which real estate transactions and speculation 
have figured so prominently. It had the unfortunate result that the 
banking system felt the full impact of the collapse of real estate values 
following successive boom periods. With the decline in the rate of 
population growth predicted for the future and with the decentralizing 
tendencies evident in our population, it is probable that intense city 
real estate booms may not recur. This would serve to lessen the haz- 
ards resulting in the past from the presence of real estate loans in bank 
portfolios. 

Lending on the part of national banks in their early history, Pro- 
fessor James points out, was confined primarily to commercial loans. 
Even loans against security collateral represented, in the main, credit 
extended for business purposes. In the eighties and nineties standards 
of banking liquidity were such that loans were limited to business 
paper and in consequence undesirable credit expansions were avoided. 
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The monetization of the fiscal deficits through the war period 
marked the end of these standards. Liquidity came to be defined in 
terms of the shiftable character instead of in terms of the self-liquidat- 
ing power of certain assets. In consequence the increase in bank assets 
in the decade of the twenties took the form of increased holdings of in- 
vestment securities, security loans, and real estate loans. In the opin- 
ion of the reviewer this monetization of capital assets contributed not 
a little to the severity of the great depression. 

The growth of financial institutions in Chicago, as Professor James’s 
study so vividly points out, has been a phenomenal one, and Chicago, 
along with Boston and San Francisco, will naturally continue as one 
of the most important of the country’s regional money markets. It is 
doubtful, though, whether it can successfully challenge New York City 
as a national money market. The presence of the principal stock ex- 
change, of the head offices of leading corporations including insurance 
companies and other financial institutions, all of which has resulted 
from the momentum of an earlier start, is a handicap difficult to over- 
come. The very location of New York enables her to serve as a bridge 
between the United States and the European monetary centers, just 
as the location of San Francisco points the foreign interests of her 
financial institutions toward the Orient. Prophecies of future trends 
are at best hazardous. Whether one agrees with Professor James’s 


forecasts of Chicago as a serious competitor of New York City or not, 
there can be no disagreement that he has made a distinct contribution 
to banking literature. It is hoped that his study may serve as the fore- 
runner for others pertaining to the development of regional credit cen- 
ters. 


BENJAMIN HaGGoTt BECKHART 
Columbia University 


The Evolution of Finance Capitalism. By GrorcE W. Epwarps. New 

York: Longmans, Green & Co., 1938. Pp. xvi+429. $4.00. 

This volume has 338 pages of text, nearly fifty pages of segregated 
footnotes, and about thirty-five pages of statistical appendixes. The 
text is in three parts: “I. Evolution of World Security Capitalism”’; 
“II. Evolution of American Security Capitalism’’; and “III. Problems 
of American Security Capitalism.” “Finance capitalism” is used in the 
title only; “security capitalism” serves throughout the book as a 
“more accurate term.” Space compels us to try to give an idea of the 
book by the sampling method. 
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The rise, triumph, and “pre-war crisis” of British security capitalism 
are compacted into thirty-seven pages, with a ten-page postscript on 
the post-war crisis. In the pre-war period, “evidence of the maladjust- 
ment of the capital market is indicated in the rise in the yield of govern- 
ment bonds from 2.76 in 1900 to 3.39 in 1913, and the consequent fall 
in price of these securities.” (Eheu fugaces!) As for the post-war 
period, one somehow doesn’t get the atmosphere of crisis in those ten 
pages or in these two casual consecutive sentences on page 93: “During 
the War the gold standard had been abandoned but was restored in 
1925. However, with the deepening of the depression the gold stand- 
ard was again abandoned in 1931 and replaced by a system of managed 
currency.” 

Indeed, these two sentences are typical of the telescoped under- 
statement of which Mr. Edwards is more of a master than he is of 
crystalline English. For example, on page 107: “In the post-war period 
the position of French security capitalism was unstable.”” And on page 
121, the first four or five years of the Bolshevist regime are summed up 
as follows: “From 1918 to 1922 the Soviet Government struggled 
along without utilizing the capital market. Over these years, the Soviet 
government employed the crude mechanism of individual capitalism 
by issuing paper money for the purpose of financing itself. As a result, 
by 1922, the financial position of the Soviet government was unsatis- 
factory, as evidenced by the declining value of its monetary unit and 
by the increasing deficit in its budget.” 

Germany is treated somewhat more adequately than either England 
or France. One gets the feeling that the author knows more about 
German economic literature and about the German language than 
about France and the French language, partly because there are fewer 
mistakes in the spelling of German names than is the case with French 
names. In any event, 130 pages suffice to give the reader the whole 
history of the evolution of security capitalism in England, France, 
Germany, Russia, Japan, Italy, and Belgium, right down to 1937, with 
a nod at Scandinavia. 

The remaining 200 pages of text are devoted to the United States. 
The first chapter takes us up to the crisis of 1873. We find these inter- 
esting observations on page 153, as the concluding sentences of a 
paragraph. “During the course of his two administrations Jackson had 
the opportunity to fill six vacancies on the [Supreme] Court. A social 
lag came to anend. Federalist domination, which in the legislative and 
executive branch had ended with Jefferson’s election, was driven from 
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its last outpost. The Supreme Court fell to the agrarians, and their 
forces controlled all three branches of the government until the Civil 
War. Wildcat banking flourished, tariffs were reduced, slavery upheld. 
Manifest destiny and ‘black imperialism’ added vast additional terri- 
tories and though less united there came to be more states.” (In the 
Preface it is said that “the presentation should not be brought down to 
the reader, but realizing the challenge to his intellectual power, the 
reader should rise to an understanding of the subject.”’ The juxta- 
position of the ending of a social lag and wildcat banking and black 
imperialism does indeed throw down the gauntlet to the reader.) 

Well, the story goes on, through the “pre-Morgan,”’ the “Morgan” 
and the “post-Morgan” eras, through countless tables (including one 
of the membership of the Investment Bankers Association which takes 
up three-quarters of a page), etc. There are some incredibly inadequate 
corporate analyses. On page 236, in a discussion of the trend of railway 
finance, occurs this observation: “The ratio of operating expenses to 
operating revenues was less satisfactory in the period from 1911 to 
1929 averaging 75.2 per cent than it was in the period from 1890 to 
1910 when it averaged 66.7 per cent. This unsatisfactory trend in 
operations was further reflected by the drop in the ratio of operating 
income to operating revenues [which would follow as the night the day]. 
For the period from 1911 to 1929 the average was only 24.8 per cent 
as compared with 33.5 per cent for the years from 1890 to 1910.” 
Since 100— 75.2 = 24.8 and since operating revenues minus operating 
expenses do not equal “operating income,” the reader’s acumen is 
again challenged. 

The text ends with a financial program. The Federal Reserve, the 
F.D.LC., the Comptroller, the R.F.C., the I.C.C., the S.E.C., and the 
Treasury would be combined in a federal finance system, and a Federal 
Finance Board formed to preserve finance capitalism through the social 
direction of capital. The Board would budget the capital market, 
control the quality of investment, determine its productivity, and co- 
ordinate qualitative federal control with state regulation, preserving 
the principle of the “‘legal lists” for savings-bank investments. Federal 
reserve banks would be divided into two parts, for extending commer- 
cial and investment credit, respectively, unified by the Finance Board. 
Investment bankers who sell to the public would become members of 
the system, as would insurance companies and all types of banks. Such 
a program, we are told, cannot wait, for we may be at the twilight of 
finance capitalism. (We hope Mr. Edwards has his personnel chosen.) 
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The “blurb” on the jacket of the book says: “This book well de- 
serves the rank of ‘monumental.’ In point of historical research, social 
implication and current interpretation, it can be expected to do for the 
capitalistic system what Das Kapital did for Marxian doctrine. Into a 
world confused by a jam of conflicting economic panaceas comes this 
sane, clarifying work.”” We hope Karl Kautsky didn’t read this blurb 
before he went recently to join Marx across the Styx. He has enough 
on his mind. 

The book is a “monument” to a capital clipping and filing system, 
not to a sense of proportion in handling the material. 

F. E. RICHTER 
New York City 


Financial Organization and the Economic System. By Harop G. 
Movutton. New York: McGraw-Hill Book Co., Inc., 1938. Pp. 
xvili+ 515. $3.50. 

This volume represents the re-writing of the author’s well-known 
book, The Financial Organization of Society, first published in 1921 and 
revised in 1925 and 1930. The general outline and approach of the 
earlier book have been retained in the present volume. But the content 
of some old chapters has been altered, and the analysis is brought up to 
date and amplified by the inclusion of a number of new chapters, in- 
cluding the following: “Recent Changes in the American Monetary 
System,” “Government Finance and Monetary Stability,” “The Regu- 
lation of the Investment Credit System,” “The Changing Character 
of Commercial Banking,” “The Banking and Credit Systems of Other 
Countries,” and “The Pecuniary System and Price Changes.” In the 
words of the author, the new volume “‘is designed not only to reveal the 
functional significance of the various separate financial institutions, 
but also their interrelations as parts of a complex financial organiza- 

” In the discussion an effort was made “to reduce the his- 
torical material to an indispensable minimum.” 

The new volume thus retains those features which set the earlier 
volume apart from the general run of textbooks and secured for it 
widespread use in the classroom. Considerable space is given to the 
important types of noncommercial institutions, including Treasury 
agencies, and their relations to commercial banking. Diagrams show- 
ing these interrelations, together with a number of other charts and 
tables, provide an attractive feature of the book. The clear-cut out 
line, which is reproduced as topical headings through the text, the 





BOOK REVIEWS 427 


simple and pleasing style, and the omission of unessential detail should 
make the book popular with students and teachers. 

The usefulness of this book, as compared with the earlier volume, is 
enhanced by the inclusion of sections dealing with monetary and credit 
theory and management. Sections are devoted to the problems of cen- 
tral banking and Treasury policy. The author summarizes his well- 
known views on shiftability versus self-liquidation, and he gives at- 
tention to the process of loan expansion in the banking system and to 
the origin and significance of excess reserves. Recent monetary and 
banking changes are treated briefly but interestingly in appropriate 
connections. 

The sections on monetary theory and policy are marred somewhat 
by their brevity and by the inclusion of certain statements which are 
open to question. In the characterization of the present monetary 
standard in the United States as a “provisional” gold standard, the au- 
thor does not set forth the characteristics of the gold-bullion standard, 
nor does he deal adequately with the gold-standard mechanism (pp. 
60-61), or with the price-raising effects of devaluation (pp. 51-53). In 
the discussion of the foreign exchanges (pp. 62-83) possibly the neglect 
of the purchasing-power parity analysis is responsible for the implica- 
tion that the gold par (under gold conditions) is the equilibrium rate of 
exchange (p. 65). And, in the same connection, it is hardly realistic to 
tell students that at the gold-export point “it would be cheaper for me 
to ship the actual specie,”’ when in fact banks (under the conditions as- 
sumed) are the agencies which move gold when a profit appears. 

In the Preface the author expresses the hope that the treatment of 
“the forces involved in the fluctuations of prices under modern condi- 
tions .. . . may shed new light on a very old economic issue.” But in 
the reviewer’s opinion this hope is disappointed in several respects. In 
the discussion of the utilization of money income (pp. 26-27) the au- 
thor neglects the unspent margin, and in the later discussion of money 
and the price level he does not develop the cash-balance approach. His 
insistence that credit is not currency, that only “instruments” serve as 
mediums of exchange (p. 106), and that checks are mere “substitutes” 
for money (p. 114) is at variance with the usage which attempts to fit 
banking terminology to the equation of exchange by identifying bank 
money (notes and deposits) with bank credit and separating deposits 
from checks by utilizing the velocity concept. 

Dr. Moulton presents the Fisher equation of exchange and 
recognizes the distinction between the truistic equation and the dis- 
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puted causation between its members. Without, however, making this 
distinction sufficiently sharp, he questions the apparatus of the equa- 
tion as providing a realistic and exhaustive summary of the price-mak- 
ing forces (p. 499), and he criticizes that version of the quantity theory 
which asserts proportionality between changes in the quantity of gold 
and credit and the general price level. The reviewer would hold, 
on the other hand, that the equation does summarize the price-making 
forces—though it is not the only approach to this problem and the sym- 
bols merely open the way to further analysis of the underlying vari- 
ables—and that there is no reason, on the one hand, for identifying the 
quantity theory with the narrow emphasis on the quantity of money or 
of stretching the theory, on the other hand, to cover Professor Laugh- 
lin’s metallist theory (p. 496). Part of the answer to unending confu- 
sion and disagreement at this point may be found in abandoning the 
term “quantity theory” entirely and adopting the newer fashion of dis- 
cussing the “theory of prices.” In that event, Dr. Moulton can 
work out the details of his own price theory in institutional terms with- 


out arousing protest of this character. 
LEONARD L. WATKINS 


University of Michigan 


The Monetary Experience of Belgium, 1914-1936. By Henry L. 
SHEPHERD. Princeton: Princeton University Press, 1936. Pp. 
xvii+271. $3.00. 

Dr. Shepherd gives us a helpful survey of the monetary experiences 
of Belgium during the occupation, the post-war chaos, the stabilization 
experiences of 1925-26, and finally the breakdown of the currency in 
1935. He ends with a discussion of the devaluation in 1936 under the 
Van Zeeland regime. This is clearly one of the better monographs on 
paper money. 

Of the many interesting problems raised in this volume, limitation 
of space precludes a discussion of more than a few. First, in Dr. Shep- 
herd’s estimates of velocity during the inflation period of 1919-26 (pp. 
71-75) he finds that the increase has been roughly 200 per cent, a 
rather modest rise in comparison to the twenty-five-fold increase that 
Graham had found for post-war Germany. These estimates, however, 
are of limited value. Thus, Shepherd obtains estimates for velocity on 
the assumption that production indices can be used as a substitute for 
indices of total transactions. 
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Second, the problem of the choice of a rate of stabilization calls for 
comment. Janssen’s attempt in 1925 proved to be unsuccessful; his 
stabilization point (4.55 cents) was generally considered too low. Ex- 
perts were inclined to concentrate upon the price movements at home 
and abroad in relation to exchange movements with important coun- 
tries, thus failing to take into account the unfortunate effects upon the 
balance of payments that may follow from an unsatisfactory fiscal 
position (see pp. 131-36). 

In the following year Franck succeeded where his predecessor had 
failed. As a preliminary to stabilization, the authorities first dealt with 
the financial condition of the state and then made success doubly sure 
by stabilizing at what in terms of current prices and exchanges might 
have been considered a low level. Finally, the Van Zeeland govern- 
ment, in legislating the devaluation of 1935-36, once more gave almost 
exclusive consideration to price indices. The public debt at this point 
was not a serious problem. Dr. Van Zeeland’s attack is interesting for 
several reasons. In determining the rate of stabilization he concen- 
trated upon the cost-of-living indices rather than upon wholesale 
prices, thus using indices which, in his opinion, were more closely 
related to costs than were wholesale-price indices. In his opinion the 
latter were heavily weighted by prices of export commodities. Is it cer- 
tain, however, that wholesale prices do not merit serious consideration 
(together with cost-of-living figures) merely because they are weighted 
in this manner? Prices of Belgian exports are of crucial significance for 
the problem of stabilization, and their fluctuations may not be ac- 
curately indicated by cost-of-living indices. Another interesting aspect 
of the Van Zeeland devaluation is that measures were taken to prevent 
the currency from becoming overvalued through a significant rise in 
the cost of living. That the job was well done is attested by the sta- 
bility of the belga in a period when the French franc has fallen from 
6.7 to 2.6 cents (1935 to November, 1938). 

Finally, I am at a loss to understand the author’s contention that 
the currency collapse of 1935 is to be explained by the low value of 
stabilization in 1926 and the resulting heavy participation of banks in 
industry (pp. 192-93). Surely the world-wide depression and deflation 
followed by almost universal recourse to depreciation (open or dis- 
guised) offer adequate explanations of the pressure on the belga. 


S. E. Harris 
Harvard University 
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The Fallacies of Professor Irving Fisher’s to0o% Money Proposal. By 
Watter E. Spaur. New York: Farrar & Rinehart, Inc., 1938. Pp. 
41. $0.40. 

Professor Spahr bases his attack on the 100 per cent money proposal 
chiefly on his contention that it would be “100% Money (but all of it 
inconvertible paper money).” Professor Fisher does give some slight 
ground for this interpretation in his incidental remarks about the prob- 
lem of conversion in 100% Money, and in stating the obvious inap- 
propriateness of further devaluation aimed merely to give a 100 per 
cent gold reserve. But the question of convertibility is a side issue. A 
system where checking deposits were backed dollar for dollar by legal 
tender could exist with or without convertibility of the legal tender. 
The real conversion problem has long been presented by bank deposits 
rather than paper currency alone; and raising reserve requirements 
would not make it more acute. 

In substance, of course, the 100 per cent proposal is one of the mone- 
tary constitution rather than of monetary policy proper. It is a 
scheme for freeing the quantity of effective money from arbitrary and 
undesired changes resulting from banking operations—a technical 
device on a level, analytically, with permitting the federal reserve 
authorities to alter reserve requirements, rather than with a rule of 
policy like wholesale price stability. 

Professor Spahr is arguing more to the point, therefore, when he 
raises questions about the problems of money substitutes—in particu- 
lar, savings deposits and commercial short-term debts. He also comes 
close to an important issue when he takes up Professor Fisher’s 
scheme for a monetary commission “independent like the Supreme 
Court.” On both these problems Professor Fisher’s analysis seems to 
the reviewer inadequate. In considering checking deposits as like cur- 
rency, but not working out the relations between checking deposits 
and time deposits, life insurance cash values, building and loan shares, 
and other elements of the debt structure, Professor Fisher has popu- 
larized an incomplete and somewhat misleading view; and this omis- 
sion leads to great practical defects in his program. In proposing to 
“take money out of politics,” he is flying in the face of a great fact 
which the depression should have taught every economist, i.e., that 
the government’s budgetary policy has major monetary by-products, 
so that politics simply cannot let money alone. But Professor Spahr’s 
criticisms do not even lay bare the nature of these problems, let alone 
propose solutions. His only constructive proposal (pp. 16-17) is that 
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“in times of emergency” paper money should be available without 
limit by way of loans to member banks—which as an all-sufficient 
monetary proposal would have seemed more up to date prior to 1907. 

The devious and ingeniously incomplete discussion (pp. 19-24) by 
which Professor Spahr tries to discredit the doctrine of credit creation 
without exactly denying it will be invaluable as classroom material to 
every teacher of money and banking. 


ALBERT GAILORD HART 
University of Chicago 


Common-Stock Indexes, 1871-1937. By ALFRED COWLES 3D and As- 
sociaTEs. (Cowles Commission for Research in Economics, Mono. 3.) 
Bloomington: Principia Press, Inc., 1938. Pp. xii+499. $6.00. 
The Preface to this sumptuous volume begins: “The new common- 

stock indexes presented herewith were constructed by the Cowles Com- 

mission for Research in Economics. Some idea of the magnitude of the 
project may be indicated by the fact that over 1,500,000 work-sheet 
entries were made, requiring 25,000 computer hours.” 

The indexes are almost wholly new, al-hough for 1871 to 1917 a 
portion of Frederick R. Macaulay’s index of railroad stock prices has 
been included, and for 1918 to 1937 use was made of the monthly 
averages of the weekly stock-price indexes of the Standard Statistics 
Company. 

This book consists of an Introduction of 50 pages; 13 pages of charts; 
385 pages of figures (comprising successively index numbers by months 
of stock prices, stock prices including cash dividends, yield expectation, 
yields, dividend payments, earnings-price ratios, and earnings); and 
five appendixes (comprising United States and foreign common-stock 
indexes, common stocks included in Cowles Commission indexes, prices 
of stocks for which earnings data are available, yields of stocks for 
which earnings data are available, and an index of bond interest). 

Thus the bulk of the book is for reference. It will doubtless be the 
chief standard for this purpose for many years. Every mechanism is 
provided for enabling users of the book to save time. Besides the one- 
page Table of Contents and the three-page general index to the reading 
matter (Introduction and Appendix I), there is an alphabetical list of 
the indexes covering two pages, cross-classified under seven columns 
(“price,” “price including cash,” etc.) with references to the identifica- 
tion number of the indexes and to the page on which these 420 indexes 
begin. For instance, under “rayon” we find that its index is No. 6s, 
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that the price index begins on page 162 and its earnings index on page 
434- 

This alphabetical list is followed by a table of contents of the charts. 
Appendix II gives the list of all stocks included at any time, and each 
issue is listed under the group and subgroup to which it pertains. Also 
the periods during which each subgroup and each individual issue con- 
stitute a part of the indexes are shown. This list covers nineteen pages. 

Needless to say, nothing as comprehensive on this subject has ever 
appeared before. Merely as a compilation, it is an outstanding achieve- 
ment; but it is much more. It presents the most dependable and scien- 
tifically constructed indexes yet calculated in this field. Those who 
have not labored in the field of stock indexes can have little idea of its 
difficulties and pitfalls. Few realize how unreliable and unscientifically 
constructed are many of the indexes most commonly used and most 
often seen in the daily press. Even when an effort has been made to 
include a great range of stocks, errors of method have made the results 
of little value. This is the case with the elaborate index of stock prices 
put out by the New York Stock Exchange. Mr. Cowles and his able 
associates have avoided all these pitfalls. 

The authors have considered carefully the various available for- 
mulas, including what the present writer has called the “ideal,” and 
have selected the most practical, with all due regard to accuracy. In 
the Introduction prior indexes are subjected to a searching critique, 
including the corrections to which resort has been made to patch up 
indexes which have been distorted by distribution or sale of stock, etc. 
Sampling and weighting are discussed here. 

Many interesting and valuable conclusions are reported, such as 
that there has been an average annual rate of increase in the market 
value of common-stock holdings in the United States during the sixty- 
seven years, 1871-1937, of 1.8 per cent. The average rate for railroad 
stocks is 0.0 per cent and of utilitv stocks 0.6 per cent, while industrials 
have risen 3 per cent; the yield has averaged 5 per cent (railroads 4.8, 
industrials 5.3, utilities 5.5 per cent). 

If we add cash dividend payments to changes in the market values of 
stocks, the total return has been 4.8 per cent for Railroads, 6.1 for the 
Utilities, 8.3 for the Industrials, and 6.8 for the three groups combined. This 
is to be compared with an average return of about 4.2 per cent obtainable 
from high grade bonds and 4.7 per cent from prime commercial paper. The 
long-range trend of yields is nearly horizontal. 
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In what was called the “new era” ending in r929 there was “a dizzy 
upsurge,” but the authors believe that 

the rise of prices which occurred was probably to some extent justified on the 
basis of the history of stocks for the preceding 60 years. During that period 
there is considerable evidence to support the conclusion that stocks in general 
sold at about three-quarters of their true value as measured )y the return to 
the investor. However, in the last seven years increased taxation and other 
governmental controls have constituted factors unfavorable to the outlook 
for private owners of the means of production. These developments, to some 
degree at least, form a rational basis for the drastic downward revision in 
common-stock values which has taken place since 1929. 


To the layman the most interesting part of this book is that contain- 
ing the charts. These thirteen pages epitomize the hundreds of pages of 
figures. These charts include national wealth, market value of all com- 
mon stocks, comparison of Cowles price indexes and those of the New 
York Federal Reserve Bank and Axe-Houghton; comparison of stock 
prices, with and without cash dividends; earnings and dividends; com- 
parison of bond interest and dividend income received on common- 
stock investment; and comparison of stock prices of industrials, rail- 
roads, and utilities. 

The writer of this review has no adverse criticism to offer, unless it 
be that the book does not attempt to translate some of the results as to 
yield and earnings into terms of purchasing power, i.e., to take account 
of changes in the indexes of commodities. But evidently that was con- 


sidered “another story.” 
IRVING FISHER 


Yale University 


Spiethoffs Konjunkturlehre: Darstellung und Wiirdigung. By ARTHUR 
SCHWEITZER. Basel: Helbing & Lichtenhahn, 1938. Pp. 164. Fr. 


5-50. 

This book deals with a presentation and critical examination of 
Spiethoff’s contribution to the theory of the business cycle. Spiet- 
hoff’s work has been presented only in a series of papers of which the 
largest, however, entitled “Crises” and published in the Handwirter- 
buch der Staatswissenschaften in 1923, has the volume of quite a sizeable 
book. It is very much to be regretted, indeed, that Spiethoff’s work 
has not won the recognition it no doubt deserves, particularly in view of 
the fact that it contains many excellent elaborations, notably of the 
role of capital, which should place his theory above many of the wider- 





434 BOOK REVIEWS 


known and later published works on the same subject. It is, therefore, 
to be welcomed that a new attempt is being made in this book by Mr. 
Schweitzer to analyze Spiethoff’s contribution and to assign it the prop- 
er place in the development of our thinking about industria] fluctua- 
tions. The author devotes a large part, almost two-thirds of his book, 
to an account of Spiethoff’s views. He traces their development back 
to his earlier writings and gives, as far as I can see, a faithful account. 
Indeed, he goes so much into detailed representation that one is tempt- 
ed to ask whether it would not have been a better idea to republish 
Spiethoff’s principal article, which is rather inaccessible, or else to as- 
sume sufficient familiarity with it on the part of the reader. 

The last third is dedicated to a critical examination. It is an attempt 
to discover what general theoretical notions lie behind Spiethoff’s cycle 
theory; this is a legitimate procedure and also an interesting one, espe- 
cially considering the fact that Spiethoff is to be regarded as the most 
outstanding pupil and follower—though more moderate in his posi- 
tion—of Gustav Schmoller. But the way in which this analysis is car- 
ried out does not seem to lead very far and leaves one rather dissatis- 
fied with the entire approach. The idea that a theory can be judged ac- 
cording to whether or not it is “‘systematic”’ or fits a preconceived gen- 
eral conception of a system is not necessarily very fruitful; this is par- 
ticularly true in regard to the fact that for the purpose of such an anal- 
ysis the very latest methods of scientific thinking should be employed. 
The author evidently relies too much on the methodology of his teach- 
er, A. Léwe, and consequently is disappointed to discover that Spiet- 
hoff would not feel comfortable in the strait-jacket prepared for him. 
Some of the logical instruments used in the course of the examination 
of Spiethoff’s theory are also entirely inacceptable, e.g., when Schweit- 
zer refers to Léwe’s notion that axioms are “incapable” of proof, which 
is precisely what they are not. 

The principal grievance, however, which one must feel is that the 
whole book is entirely free from any attempt to verify or disprove 
Spiethoff’s conjectures by recourse to statistical methods. This would 
be an alternative to the other way actually chosen and in this particular 
case it might have proved much more promising. It would, for exam- 
ple, have been most instructive to compare the differences in the con- 
cepts of “capital shortage”’ of various theorists and then to investigate 
whether Spiethoff’s contribution stands out best or not. In this manner 
we should have learned something very important. Also, it would have 
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given an idea of the relationship of Spiethoff’s theory to others now cur- 
rent, a matter about which many a useful word still remains to be said. 

These critical remarks should not convey the impression that the 
book is without its merits and that it could not be read with profit. 
Also, it would be unjust not to mention the earnest character and sci- 
entific spirit in which the work is carried out. 

OsKAR MORGENSTERN 
Princeton University 


Expectations, Investment, and Income. By G. L. S. SHACKLE. New 
York: Oxford University Press, 1938. Pp. 119. $2.75. 


This is a very penetrating essay on business fluctuations, providing 
a much-needed reformulation of the Keynes-Harrod standpoint in 
terms of anticipations. As another reviewer has pointed out,' it deals 
adequately with only a few aspects of the problem. But the points 
selected for treatment are important; they are in many instances neg- 
lected points, and the handling of them is excellent. What Mr. Shackle 
has to say is both fresh and relevant, and he is refreshingly careful in 
analysis and statement. His explanation of the role of anticipations in 
economic analysis (pp. 1-2), his schematic account of business planning 
(p. 11), and his summary of his ingenious hypothesis that booms slack 
off because many firms simultaneously find themselves in new and 
strange circumstances due to recent expansion and cannot immediately 
decide in which direction to expand next (p. 101) are classic models of 
concise statement. 

Mr. Shackle’s little book, then, deserves careful study by workers in 
the field of business fluctuations. But the very power of his analysis 
makes it necessary to warn readers against certain pitfalls. For one 
thing, the correctness of the hypothesis just alluded to is a question of 
fact; but the reader is apt to be led to accept it without enough 
thought by the sheer attraction of the arguments which flow from it. 
On reflection, however, it appears that the hypothesis cannot have held 
for all industries in 1930 (witness the continuation of public utility con- 
struction and the unusual volume of “productive”’ issues of new securi- 
ties); more detailed study of the facts might either explode it alto- 
gether or reduce its applicability to a small part of the system. 

Within the analytical structure, furthermore, many developments 
are incomplete because of Mr. Shackle’s tendency to neglect uncer- 


*Hugh Townsend, Economic Journal, September, 1938, pp. 520-23. 
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tainty. His justification seems to lie in the proposition (p. 19) that a 
system of uncertain expectations of various contingencies with sub- 
jective probabilities attached will be for an entrepreneur “the equiva- 
lent as an incentive to action of some particular quantity which he could 
expect with certainty.”" But this is definitely a heresy; for in the face of 
uncertainty, the entrepreneur’s policy includes measures to preserve 
his freedom of action—among others, steps to conserve “liquidity.” 
Definite certain expectations would not have this effect. This assump- 
tion permeates much of the book, to its detriment. 

Mr. Shackle has, on the whole, done his readers a kindness in stick- 
ing to the issue rather than making a display of wide scholarship by 
running down all his minor disagreements with other writers. But his 
guidance to other students of these perplexing subjects might have 
been even more useful if he had paid more attention to documentation 
at certain points. The reader is left in doubt as to whether the 
author has considered certain standard doctrines and rejected them in 
part—in which case his reasons might be valuable—or whether he has 
worked out partial parallels in isolation. Such questions arise in par- 
ticular about his handling of J. M. Clark’s “acceleration principle,” of 
the “multiplier” (has he read Tinbergen?), of “certainty equivalents” 
for uncertain expectations (has he read Myrdal?), of the theory of the 
enterprise (has he read the recent articles by Boulding and others in the 
American journals?) ; and other doubtful points could be listed. 

ALBERT GAILORD Hart 
University of Chicago 


Economic Consequences of Recent American Tax Policy. By GERHARD 
Cotm and Fritz LEHMANN. (Supplement I to Social Research.) 
New York: New School for Social Research, 1938. Pp. xii+108. 
$1.00 ($0.50 to subscribers to Social Research). 

This very interesting and readable little book is devoted to the ques- 
tion “how taxes quantitatively and qualitatively affect capital demand 
and capital supply.” 

The first main section considers basic factors in the capital market 
and concludes that the United States is likely to be plagued in future 
with a long-run problem of “‘oversavings.” On the side of investment 
opportunity, the argument is that the slower pace of growth of the 
working population, the smaller number of new households needing 


* Mr. Shackle’s italics. 
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lodgings, and the lack of a backlog of unused inventions such as existed 
in 1921 must make capital harder to place over the next decade or two. 
On the side of savings, they see no factor except taxation changes 
likely to reduce the proportion saved from a given national income. 

The authors recognize that such a forecast is very insecure, par- 
ticularly in view of the likelihood of lower interest rates. But their 
argument is garnished with a display of statistics, which in view of the 
shakiness of the individual items' is more likely to lull the unwary into 
false security than to reinforce other arguments in the judgment of the 
critical. They would have done better to rest their case on their con- 
tention that they can see prospects of only about $8,500,000,000 of in- 
vestment per annum at present prices—including replacement of hous- 
ing depreciation—whereas Kuznets found a comparable figure for 
1923-29 of about $11,400,000,000.? 

The second main section of the book attacks the problem of the 
effects of the tax structure upon the capital supply, the “quality”’ of 
available capital, and business fluctuations. It is based on the tax 


* The figures of Colm and Lehmann for savings are based on the estimates of 
Lough and Gainsbrugh (High-Level Consumption [1935]) for the years 1923-29, with 
adjustments resulting in an estimated total of $12,700,000,000 per year—more than 
$2,000,000,000 below Lough and Gainsbrugh. Lack of space prevented explaining 
these adjustments in the book; but a description in a letter from Professor Lehmann 


indicates that most of them were necessary for consistency. 

It does not appear, however, that these adjustments make full allowance for 
some overstatements by Lough and Gainsbrugh. In particular, the latter place the 
average increase in outstanding securities of all American government bodies for 
1923-29 at $470 million, whereas the U.S. Treasury’s 1937 Annual Report, anchored 
on census data for 1922 and 1932, shows only $80 million. Lough and Gainsbrugh, 
moreover, follow the Commercial and Financial Chronicle on flotations of new 
securities, yielding a total of nearly $4,500,000,000 per annum for domestic corpora- 
tions in 1923-29. But if the contention of George Eddy is correct (see Review of 
Economic Statistics, May, 1937), Moody’s series of “net productive issues” —averag- 
ing $1,750,000,000-—is a much better measure of the flow of funds to investment. 

The problem of reconcilement of the available data on the flow of funds to invest- 
ment with data for “net capital formation” is a knotty one which cannot be solved 
here and is certainly not solved by Colm and Lehmann. But pending such a reconcile- 
ment, our savings data must be regarded as suspect, and popularization of them is 
dangerous. 

? See Simon Kuznets, National Income and Capital Formation, 1919-1935 (New 
York, 1937), p. 48. Gross capital formation in housing is here added to net capital 
formation in other fields. Colm and Lehmann make this addition to get a figure 
corresponding to everyday notions of saving (which do not treat house depreciation 
as negative saving). But it does not affect the comparison of 1923-29 experience 
with the forecast, as the housing-depreciation figure is similar on both sides. 
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system as it stood in 1937; Dr. Colm’s article, “The Revenue Act of 
1938” (Social Research, September, 1938), brings it up to date. The 
chapter on the effects of taxes upon savings rests upon ingenious calcu- 
lations described in the Appendix, which the reviewer has not had time 
to analyze fully. The excellent chapter on the “quality” of the capital 
supply gives a very simple and convincing demonstration that the 
combination of high surtax rates with tax exemption of government 
securities creates a shortage of equity capital, even though total 
savings may be adequate. The chapter on business fluctuations argues 
that “‘overconsumption”’ and capital shortage—rather than “‘oversav- 
ing” as one might expect from Part I—brought about our downfall in 
1937; and taxes are shown to have had an important influence rein- 
forcing both these tendencies. 

The third main section sketches the alternatives among which the 
authors hold public policy must choose. For the “oversaving’”’ which 
they predict, their alternative prescriptions are: (a) differential taxes 
bearing upon saving, (b) debt-financed public works, (c) a long-run 
easy money policy, or (d) reliance upon Providence to stimulate im- 
providence. The lack of equity capital, in their view, could be cured by 
(a) alterations in financing practices—in particular, greater willingness 
of business to go into debt, (6) reduction of tax burdens on the sort of 
people who invest in equities, or (c) abolition of tax exemption of 
government securities, federal and local. 

For readers who are economists, the book is useful; the points dis- 
cussed are important, and most of them are well argued. But for popu- 
lar consumption it has grave defects of three sorts: misplaced definite- 
ness, maldistribution of emphasis, and serious errors of omission. 
Under the first head comes the “oversavings” discussion already al- 
luded to, in particular the use of highly tentative savings statistics 
without adequate warnings to the reader. It is this sort of thing which 
makes economists fall out in public and breeds the popular superstition 
that since economists disagree one man’s guess is as good as another’s. 
Under the second may be cited the authors’ placing of the proposal to 
abolish tax exemption—a powerful constructive measure which now 
seems to have real political prospects—on a level with a suggestion that 
business might be persuaded to give up its healthy aversion to debt 
financing. Another case of maldistribution of emphasis is the apparent 
identification of “American tax policy” with te~-. \chiefly federal) on 
incomes and inheritances. Under the thied head comes in particular 
the implicit assumption that the only significant “economic conse- 
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quences” of taxes are effects on the capital market, of the particular 
sort here discussed. At the very least, a popular study of taxation 
should mention the direct deterrent effect on production of taxes which 
fall in the first instance as business operating expenses, as compared 
with taxes which are overhead expenses or deductions from eventual 
profits. In view of these defects, it is to be hoped that the book will not 
have the popular following which its attractive form and lucid style 
and the manifest competence and honesty of its authors would other- 


wise deserve. 
ALBERT GAILORD HART 
University of Chicago 


Trends in Relief Expenditures, 1910-1935. By ANNE E. GEDDES. 
(Works Progress Administration, Division of Social Research, Re- 
search Mono. X.) Washington: U.S. Government Printing Office, 
1937. Pp. xvii+117. 

Those concerned with social security and relief problems owe a debt 
of gratitude to Miss Geddes for this useful compilation and analysis of 
the scattered data referring to relief expenditures since 1910. The pe- 
culiar value of the study arises from the careful manner in which Miss 
Geddes has collated and sifted the results of many individual studies 
and series, filled in a number of gaps (e.g., the nature of categorical 
relief expenditures between 1933 and 1935), and brought out the under- 
lying trends. As a result, and because of the unusually informative 
footnote material, the study will be useful not merely to the social 
scientist but also to the statistician who wishes to follow the evolution 
of relief statistics. 

Part I is especially important because it covers a period marked by 
the absence of comprehensive data. Miss Geddes is able to show, how- 
ever, that such data as exist support certain general conclusions regard- 
ing trends. The usefulness of Part II is somewhat impaired by the in- 
troduction of the concept of wage assistance, which Miss Geddes uses 
to cover “assistance of a modified relief character, extended in the form 
of wages to persons employed on the work programs” in certain years 
(p. xi). She places in this category the C.W.A., the C.C.C., the W.P.A., 
and that part of the P.W.A. which was financed out of W.P.A. funds, 
but not the remainder of P.W.A. nor the work program of the F.E.R.A. 
The use of this more or less arbitrary category has two disadvantages. 
If the three series, wage assistance, emergency relief, and categorical 
relief, are used as together constituting “a comprehensive measure of 
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the public burden of caring for needy and distressed persons during 
this period” (p. 52), the inclusion of all emergency P.W.A. expendi- 
tures would surely give a more accurate picture. This was indeed done 
by the Central Statistical Board in preparing a relief series for the 
Senate Committee on Unemployment and Relief in 1938. The P.W.A. 
program has played a part in relieving unemployment as much as did 
the C.W.A., and even the more limited wage assistance program as 
defined by Miss Geddes “‘is not strictly on a relief basis since it includes 
payments to employees whose need had not been established by ap- 
plication of the means test” (p. 53). 

On the other hand, if the series presented in Part II are to be used to 
indicate the nature of the assistance provided from the point of view 
of the recipient, the emergency work-relief program of the F.E.R.A. 
would seem to have greater similarities to the W.P.A. program than to 
ordinary cash outdoor relief. The fact that maximum monthly pay- 
ments were limited in the one case by a budgetary deficiency measure 
and in the other by a predetermined security wage is less significant 
than the fact that in both cases clients had to earn their appropriate 
monthly sum by working a varying number of hours at prevailing 
wage rates. This failure to include employment on the emergency re- 
lief program in wage assistance leads to such statements as that 
“emergency relief again accounted for the major share of expenditure 
in January, 1935, with wage assistance only 10% of the total” (p. xv), 
although in that month 2.4 million persons out of the 5.3 million cases 
receiving emergency relief were engaged on work relief programs. Sim- 
ilarly, the figure on page 61 would have been more illuminating if 
direct relief had been broken down into its component parts and the 
work-relief programs grouped with wage assistance. 

EvVELINE M. Burns 
Columbia University 


Miti e paradossi della giustizia tributaria. By Luic1 Ernavupt. Turin: 

Giulio Einaudi, 1938. Pp. 278. L. 15. 

The field of public finance, Einaudi says, is a happy hunting ground 
for the doctrinaire who is one of the seven plagues of Egypt and cursed 
with the belief that he is provided by God with infallible solutions for 
problems. The doctrinaire’s mania for tax reform leads him to strive 
not for that rough sort of justice which is a concrete possibility but for 
perfect justice, which is complicated and destructive. It is with the 
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myths and paradoxes involved in doctrinaire principles and programs 
for justice in taxation that this book deals. 

Utilitarians and accountants, in their vain search for justice, have 
supplied us with our principal myths and paradoxes. Utilitarian prin- 
ciples are found to be completely unacceptable as a scientific basis for 
taxation. We have no psychoscope for measuring utility, and oral con- 
fession is not an acceptable substitute. The crumbling structures 
erected by utilitarian economists are “dust in the eyes of good people,” 
and progressive taxation has no rational basis outside of utilitarian 
principles. The myth that proper accounting procedure will reveal 
exact net income is analyzed in detail. The concept of net income is 
considered unreal, because its calculation involves arbitrary time 
periods and comparison of heterogeneous quantities. 

Double taxation is mostly a hallucination and where found assumes 
exceedingly subtle forms but is mitigated in effect by exemptions, 
evasions, and frauds. Exemptions are mostly but exclusions from taxa- 
tion of nonexistent taxable objects and are specified largely to avoid 
double taxation. True exemptions are privileges, the principal one in 
Italy being that of the Crown. 

The special taxation of surplus income is attacked because the 
“normal” base is a competitive concept and the real world is one of 
monopoly, because many surpluses are economically necessary, and 
because, when unnecessary, they should be eliminated by regulation. 
For Italy, Einaudi advocates as best a tax based on presumptive aver- 
age income and not on actual income, a base which he finds expounded 
by eighteenth-century Italian economists and partially applied by con- 
temporary tax officials. 

Professor Einaudi has done well the task of probing these and other 
fallacies in taxation, and American students can learn much from his 
analysis. But it is not enough to stereotype the doctrinaire and dis- 
credit extreme formulations of his doctrines, as Einaudi has done. It 
would seem that justice in taxation, if there can be even rough justice, 
should be sought in a balanced tax system rather than in the principles 
underlying any particular tax. Einaudi makes only passing reference 
to this, and we could wish that he had discussed it in some detail. 
Furthermore, in championing a presumptive average income tax, 
Einaudi, despite his assertion that the base is purely pragmatic, him- 
self becomes, or is dangerously near to becoming, one of the doctri- 
naires whom he so brilliantly excoriates. 

DomENICO GAGLIARDO 
University of Kansas 
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A Financial History of Maine. By FRED EUGENE JEWETT. New York: 

Columbia University Press, 1937. Pp. 235. $3.25. 

This volume was “undertaken in the hope that such a history of a 
typical New England state might aid in formulating plans for the fu- 
ture by making available the lessons of the past” (Preface). The book 
is divided into two parts: the one, a brief history of the finances of the 
state from 1820 to 1936 (pp. 15-104); the other, a series of six chapters 
devoted to the property tax, the taxation of financial institutions and 
public-service corporations, public lands, trust funds, and financial 
organization and procedure. 

The financial history is written around a series of tables dealing with 
revenues, expenditures, and debts. The chief sources of information 
were legislative acts and public documents. Little general history or 
economic and social background illuminates the text. A few interesting 
features, such as lotteries, state banking, farm relief, and soldier boun- 
ties stand out in the discussion. 

The chapters on selected topics add little that is new to the litera- 
ture of state taxation. Not enough details are given on the specific 
property taxes or their early operation. In chapter vi the author finds 
no cases of the classification of intangibles for taxation but refers to the 
preferred position of banks and building and loan associations in chap- 
ter vii (cf. pp. 138, 143, and 153). The discussion of the property tax 
in chapter vi is mainly an account of legislative developments. The 
treatment of undervaluation (pp. 132-35), based on other sources, gets 
no farther than the assessment ratios for the counties of the state with 
a frequency table showing the underassessment of farms. Regression is 
not mentioned or the deviation of assessments from the county aver- 
ages. The account of the gross-net tax on railroads, however, will in- 
terest many readers, for Maine is one of the few states where this de- 
vice has been employed. The author compares the results of the gross- 
net tax with those produced by the gross-receipts tax which was re- 
pealed as of 1929 and contrasts the effects of the gross-net tax in im- 
posing its burdens on a poor and on a relatively prosperous railroad in 
the state. The road needing relief secured it, as shown by the author’s 
analysis. The discussion of speculation in Maine timber lands is of in- 
terest to students of land values. The account of the dissipation of 
trust funds by the state and their subsequent restoration should not be 
overlooked. The book is well written but scarcely lives up to the hopes 


expressed in the Preface. 
SIMEON E. LELAND 


University of Chicago 
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Merchants of Peace: Twenty Years of Business Diplomacy through the 
International Chamber of Commerce, 1919-1938. By GrEoRGE L. 
Ripceway. New York: Columbia University Press, 1938. Pp. 
xiii+419. $3.75. 

The activities of the International Chamber of Commerce the au- 
thor divides into two categories. Under the heading “the diplomacy of 
technics,” he includes all activities concerned with international agree- 
ments on industrial property, double taxation, communications and 
transit, bills of lading, and commercial arbitration. He disposes of 
these matters rather summarily in Part IV (pp. 263-317). To the 
second class of activities—economic reconstruction and economic dis- 
armament—he devotes the remainder of his substantial volume. To 
the solution of these problems, and particularly those of reparations 
and tariff barriers, the Chamber made real contributions. It focused 
the opinions of business leaders all over the world and brought to bear 
upon statesmen and politicians their considered judgment. At a suc- 
cession of international conferences where official representatives could 
only set forth the attitude of their governments, the Chamber’s dele- 
gates presented a realistic point of view and made constructive sugges- 
tions. 

Professor Ridgeway devotes only a short chapter to the interna- 
tional organization of chambers of commerce in pre-war days. His 
story really begins with the conference of business leaders of various 
countries held in 1920 under the auspices of the United States Chamber 
of Commerce at Atlantic City. This led, some months later, to the 
formal organization of the Chamber in Paris. In those early days 
“international” still meant “interallied.” Austrian delegates were 
soon admitted to membership in the Chamber, the Germans not until 
1925. In the early biennial conferences, the delegates designated by 
their respective governments considerably outnumbered the delegates 
of business per se, i.e., those selected by national chambers of com- 
merce. Under these circumstances, it was to be expected that schemes 
for full and prompt payment of reparations and plans to “divvy up” 
the export trade formerly served by Germany should have crowded 
out plans for genuine international economic co-operation. The busi- 
nessmen themselves, in their discussions at Atlantic City and Paris, 
showed themselves at first little wiser than the statesmen; but to their 
credit be it said that they seemed to be able to learn faster. In the 
seemingly endless succession of conferences on reparations and financial 
reconstruction, members of the Chamber increasingly advocated 
policies of sanity and moderation. 
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The reparations problem, seemingly, was disposed of in the Dawes 
Plan, to which members of the Chamber’s council made important 
contributions. Then the International Chamber of Commerce turned 
its attention, in 1925, to tariff reform. It inaugurated a low-tariff cam- 
paign in Europe which the author compares to the free-trade agitation 
of the Manchester School. It set in motion extensive studies of tariff 
systems so that it was able to present to the World Economic Confer- 
ence in 1927 “‘no mere general recommendation for tariff reform but a 
thoroughly digested document... . containing clear-cut, detailed 
recommendations on the minutiae of technical interference with trade.” 
This document the delegates and experts at Geneva in 1927 found of 
great assistance in framing their recommendations on commercial 
policy. 

At the World Economic Conference the International Chamber 
seems to have reached a high point in its influence. Since then its 
biennial meetings continue to be largely attended and receive exten- 
sive publicity (the author notes with satisfaction that sixty-seven 
newspapers gave 25,147 inches of editorial space to the Chamber’s 
Washington conference in 1931), but at the League of Nations con- 
ference at London in 1933, the Chamber’s committee of businessmen 
were left “waiting on the doorstep” with their “program of interna- 
tional peace-making.” The author gives scant attention to the 
Chamber’s biennial meetings in 1933, 1935, and 1937. 

Publications of the Chamber and the Economic and Financial Sec- 
tion of the League of Nations are the sources principally used. These 
the author has supplemented by correspondence and interviews. He 
gives elaborate accounts of the early meetings of the Chamber with 
numerous quotations from speeches. He has included also extended 
accounts of League conferences (pp. 78-121) which seem only indirect- 
ly related to the matter in hand. The presentation would have been 
more effective throughout, had the material been condensed. Illus- 
trations consist of fifteen portraits of leaders in Chamber activities. A 


useful index is appended. 
Percy W. BIDWELL 


Council on Foreign Relations 
New York City 


American Shipping Policy. By Paut MAxweEtt Ze!s. Princeton: 
Princeton University Press, 1938. Pp. vii+254. $3.00. 
American shipping policy, like many other national policies, is a 
resultant of a conflict of several industrial interests. This conflict 





BOOK REVIEWS 445 


emerges into prominence whenever any business interest seeks gov- 
ernmental aid. In treating American shipping policy Zeis gives a brief 
consideration to the period before the Civil War when this antithesis of 
interests was much less marked than it afterward became. The rise of 
the iron, and later the steel, ship—coinciding roughly with Civil War 
times—brought the golden period of American merchant marine his- 
tory to a close. The increased use of metal vessels, which at first could 
be built in this country only at materially higher costs than those pre- 
vailing abroad, soon revealed a marked antagonism of interest between 
shipbuilders and shipowners or operators. The former insisted upon the 
continuance of the old policy of requiring vessels of American registry 
to be built in this country, while the latter advocated the “free ship 
policy,” or an abandonment of this traditional requirement. Exporters 
also favored the free ship policy because of its obvious bearing upon 
transportation rates. 

The author finds in this conflict of interests an explanation of the 
nature and forms assumed by the ship-subsidy laws of 1864, 1891, 1928, 
and 1936. Over half of the work is devoted to the post-war period and 
includes an illuminating discussion of the wastes incurred in the dis- 
posal of the ships built or acquired during and immediately following 
the World War. In speaking of the conteniion of shipowners that sub- 
sidy laws are justified on the grounds of trade promotion and national 
defense, the author states that “not one subsidy which has been 
granted from the Civil War to the present time has had any significant 
effect in promoting either of these objectives, and in most cases the net 
result of the grants has been merely to transfer public funds into 
private hands.” 

With most of the author’s criticisms of our shipping policy the re- 
viewer is in full sympathy. It seems, however, to the reviewer that the 
fundamental contributory influence in the decline of the American 
merchant marine, at least that part engaged in foreign trade, receives 
little attention. This influence is one springing from the conditions de- 
termining foreign-trade balances. It was practically inevitable that a 
country with the resources and technical possibilities of the United 
States would sooner or later become a large exporter of merchandise. 
Payment for such exports would tend to be made in part by capital or 
by transportation services. The world’s leading maritime nations are 
in some instances great exporters of merchandise, but the “visible” im- 
ports usually exceed exports. In other words, transportation service 
becomes an important exportable item. Where conditions are reversed, 
as they are in the United States, this service will tend to be an import. 
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The adoption of the “free ship policy” might have strengthened our 
merchant marine, but it could hardly have prevented a marked decline 


from its pre-Civil War status. 
ABRAHAM BERGLUND 


University of Virginia 


Social Thought from Lore to Science, Vol. I: A History and Inter preta- 
tion of Man’s Ideas about Life with His Fellows; Vol. 11: Sociological 
Trends throughout the World. By HARRY ELMER BaRNEs and How- 
ARD BECKER, with the assistance of EmiLE BENOIT-SMULLYAN and 
Orners. New York: D. C. Heath & Co., 1938. Vol. I: Pp. xxiv+ 
790+1xxxiv; Vol. II: Pp. viii+388+1xxvii. Vol. I: $5.00; Vol II: 
$4.50. 

“Such a brilliant and comprehensive treatment of social thought as 
Barnes and Becker here present has been long awaited.”’ So much we 
learn about this work in advance from an “Introductory Note”’ signed 
with the name of Jerome Davis. In spite of this Foreword and the 
somewhat boastful title, the opus itself seems to be extremely good and 
perhaps deserves the much-abused designation of “monumental.” To 
be sure, this reviewer does not pretend to be a technically competent 
judge, and the work itself is most impressive in connection with those 
topics about which the reviewer knows relatively little! However, as 
far as economist readers are concerned, this fact need not be taken too 
seriously. Economists will not read a history of social thought written 
by and for sociologists, expecting a critical exegesis of economic writ- 
ings or of any writings from the point of view of economics. Such read- 
ers will take it for granted that the sociological mind doesn’t under- 
stand such things—and will be neither disappointed nor otherwise sur- 
prised. The sections dealing with the political thought of ancient China 
and with Ibn-Khaldin, for example, have been read with great interest 
by the reviewer. When the writers come to the eighteenth century, and 
the human mind comes to wrestle with the idea of mutual advantage in 
exchange and its consequences, the results are not so happy. Looking 
at sociologists themselves from the standpoint of Wissenssoziologie, it is 
an interesting fact that in spite of the hard-boiled, positive-scientific 
pose, these writers seldom have any conception of the workings of a 
mechanism of social organization through markets and in terms of the 
“mechanics of self interest,” without purposive central direction. Con- 
sequently, when they find people called economists writing about such 
a mechanism, they assume as a matter of course that the writers were 
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talking about some metaphysical entelechy or about the way in which 
God provides for his children. 

But in spite of all this too (which economists will simply write off in 
advance), the economist can derive a great deal of profit from much 
browsing in this book, especially in Volume I. Most of the writers about 
whom the authors write were not thinking in economic terms, either. 
Judging by such evidence as the reviewer commands, the work is a 
carefully accurate as well as a laborious digest of an appalling mass of 
material. The division into topics is probably as good as any that could 
be suggested, and the distribution of space entirely defensible. The 
book is particularly valuable for its extensive bibliographical notes, 
with considerable use of quotations, and affords a guide to secondary as 


well as to primary materials. 
FRANK H. KNiGHT 


University of Chicago 


Elements of Modern Economics. By ALBERT L. MEyERS. New York: 
Prentice-Hall, Inc., 1937. Pp. xit+363. $4.00. 

Introduction to Economic Analysis. By ARCHIBALD MACDONALD 
McIsaac and James GERALD SmiTH. Vol. II of “Economics and 
Social Institutions.” Boston: Little, Brown & Co., 1937. Pp. x+444. 
$1.40. 

The two textbooks under review are examples of the increasing tend- 
ency toward analysis, rather than description, in the teaching of ele- 
mentary economics, and both are good examples. The two books are 
similar in other respects as well as in the excellence of their craftsman- 
ship: both are restricted in scope to economic theory and primarily to 
price theory and both include portions of the modern work on imper- 
fect competition. They differ from each other in sufficiently im- 
portant respects, however, to merit individual attention. 

Dr. Meyers’ book falls into three approximately equal parts, devoted 
respectively to price and cost theory, the theory of distribution, and a 
final group of chapters on banking, money, interregional trade, foreign 
exchange, unemployment, and business cycles. The noteworthy fea- 
tures of his exposition of price theory are the high proportion (roughly 
half) of space allotted to monopolistic competition and the lucidity 
with which this.theory is expounded. The introductory chapter (xi) 
on distribution contains so excellent a survey of the marginal produc- 
tivity theory as to deserve special mention. The final third of the book 
is competent as a whole, but it suffers from lack of organization and 
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balance (gold points receive as much attention as the advantages [no 
disadvantages] of the gold standard), and the author’s numerous and 
decided views on policy are not always fully justified (cf. pp. 332-35). 

In dealing with so many modern theoretical developments, Dr. 
Meyers has necessarily moved rather rapidly over many fundamental 
sectors of economic analysis (e.g., perfect competition). One must 
choose in an elementary text between thorough training on a relatively 
few fundamentals and the approach to “reality,” and the reviewer is 
inclined to give more weight than Dr. Meyers to the former objective. 
Only a few specific objections are in order: the loose definition of 
elasticity suggests that it is the slope of the demand curve (pp. 43-44); 
the numerical illustration of the law of proportionality erroneously 
implies that average and marginal products reach their maximums 
simultaneously (p. 101); and the graph illustrating long-run average 
costs (p. 113) exaggerates the economies of large-scale production, for 
tripling the output reduces the total cost of production. But Dr. 
Meyers has written a good textbook, and, it should be added, it is 
written with verve and humor. 

Since the volume of Professors McIsaac and Smith is one of six in 
the Princeton series surveying economic history, theory, and institu- 
tions, the authors have been able to restrict themselves even more ex- 
clusively to price theory. Their entire book, except for a concluding 
chapter on business cycles, is concerned only with price and distribu- 
tion theory. The authors present one of the best introductions to the 
meaning and role of demand and cost curves in economic analysis to 
be found in an elementary textbook. The chapters on distribution are 
unusual in that imperfect competition receives extensive attention, 
and the chapter (xv) on economic equilibrium offers a very good in- 
tegration of the partial and general equilibrium approaches. 

The organization and content of the book are occasionally mystify- 
ing. Diminishing returns is considered only indirectly and then after 
the discussion of costs is completed. The long-run cost curve of the 
firm is not introduced (the phenomena are called “dynamic,” giving 
still another meaning to this word), and the omission leads to error 
(pp. 210-11). The very sketchy discussion of the “cobweb” theorem 
(pp. 378-84) will bewilder rather than enlighten beginning students. 
But again the blemishes are minor; the book is excellent. 

GEORGE J. STIGLER 
University of Minnesota 





BOOK REVIEWS 449 


Statistical Methods Applied to Economics and Business. By FREDERICK 
Cecit Mitts. Rev. ed. New York: Henry Holt & Co., Inc., 1938. 
Pp. xix+746. $3.75. 

Mills’s Statistical Methods needs no introduction to students or 
teachers of statistics. For fourteen years it has held its position among 
the best books in the field. 

In this revised edition a few sections have been re-written and some 
errors have been corrected, but most of the original text has been re- 
tained. The major feature of the new edition is the extension of the dis- 
cussion of sampling to include the analysis of variance. This treat- 
ment follows R. A. Fisher closely and is accompanied by tables taken 
from Statistical Methods for Research Workers. In the Appendix the 
author has also included some derivations of standard errors of sam- 
pling, further applications of the analysis of variance, and the tables 
most commonly needed in statistical computations. These additions 
enhance the value of the book as an intermediate text and make it usable 
as a reference manual. 

Excellent as this revision is, it could have been improved by further 
critical and painstaking effort. The discussions of least squares, season- 
al variation, the fitting of the logistic and Gompertz curves, and the 
analysis of variance lack a full explanation of the underlying rationale. 
In the exposition, simplification leads occasionally to omission of essen- 
tial qualifications, as in the comments on least squares (p. 247) and the 
definition of probability (p. 426). In explaining logarithmic charts, 
“rate of change” is used to mean “relative rate of change.” Two minor 
errors relating to degrees of freedom appear on page 277 and in the 
footnote on page 519. For the introduction of correlation the hetero- 
scedastic distribution on page 328 is a poorly chosen illustration. On 
page 119 the formula for interpolation for the mode is inferior to an- 
other in common use, and the recently improved methods of solving 
the multiple regression equations are not even mentioned. These are, 
however, the relatively rare exceptions to the high standard of excel- 
lence generally maintained throughout the work. 

Seven sets of symbols are employed in this book. To a considerable 
extent the notation is uniform from set to set, but not infrequently the 
same symbol is used to represent different concepts, and different 
symbols are used to represent the same concept. For some of these 
shifts there are cogent reasons, but the beginner would find his way 
more easily from frequency distributions through correlation if the 
notation remained unchanged. Often the student’s difficulty with 
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mathematics is no more than confusion regarding symbols. Although 
the standardization of notation is neither easy nor wholly desirable, it 
should be recognized that a one-to-one correspondence between con- 
cept and symbol would greatly facilitate the learning process. To some 
extent these difficulties are mitigated by a convenient glossary. 

In the new edition as in the old, there is no separate, systematic dis- 
cussion of the original and secondary collection of data or of the con- 
struction of tables; these receive attention only as they arise in connec- 
tion with other major topics. In the opinion of the reviewer, this is not 
adequate. The collection of data and the construction of tables are 
basic to statistical analysis, and they involve problems of sufficient 
difficulty to require systematic consideration in the materials for ele- 
mentary instruction. 

These debatable questions of symbolism and scope should not, how- 
ever, obscure the fact that in this revised edition Professor Mills has 
made substantial improvements in what was already a good text. 


University of Chicago THEODORE O. YNTEMA 


Die Wehrwirtschaft des totalen Krieges. By STEFAN Tu. Possony. 
Vienna: Gerold & Co., 1938. Pp. 155. Rm. 6. 

To-morrow’s War: Its Planning, Management and Cost. By STEPHAN 
Tu. Possony. Edinburgh: William Hodge & Co., Ltd., 1938. Pp. 
255. 8s. 6d. 

This is a very remarkable book; it is probably the first attempt too 
organize in a systematic fashion the military-economic problems of a 
modern war, utilizing the susbtantial volume of literature that has re- 
cently appeared in the four leading languages. The author (who pre- 
sents himself in the Preface (p. 6) as an ecu~omist-statistician without 
military experience) attacks two distinct problems. The first part of 
the book (pp. 9-82) analyzes war itself, its necessities and demands in 
terms of resources and of their rational application; the second part 
deals with the question of a long-run economic preparation for war. 
A review is restricted to the discussion of the principles and methods in- 
volved and cannot convey an impression of the wealth of instructive 
material and discussions which the book contains. The reader will espe- 
cially appreciate the analysis showing the tremendous volumes of raw 
materials needed for a modern war and the almost superhuman de- 
mands on the ability and strength of the troops. 

As a whole, however, the first part presents an unusual intellectual 
experiment by attempting to figure out the “economics” of a modern 
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war without discussing specific countries and their resources, without 
regard to the geographical location and circumstances, to the character 
or preparedness of the people, to any concrete factor involved, except 
a few carefully defined and arbitrarily chosen quantitative data, such 
as one year of war, 1,000 kilometers of front, 200 divisions, etc., and 
assuming either an offensive or defensive or both. The author calls it 
an “ideal type” of war; it is a stimulating attempt to determine first the 
resources needed to attain the maximum military results against an 
enemy of undefined strength, and second the maximum military re- 
sults to be achieved with given resources. (The two problems are con- 
founded by the author.) Of course, as the analysis proceeds, more and 
more technical assumptions have to be introduced, each based on the 
guesses of some military “authority” and of a more or less controversial 
kind. The author disregards, furthermore, the fact that military deci- 
sions do not depend so much on a priori considerations of the maximum 
effects which may be attained by certain types of armaments or of their 
combinations as on the “comparative’’ point of view. This means above 
all comparison with the forces and resources of the enemy, their loca- 
tion and distribution, etc. Statistical discussions about warfare in 
abstracto mean little more than a first approach and preparatory con- 
siderations; their results are negative at best—namely, by showing 
that no weapon or technique is in itself either decisive or available in 
such quantities as to become decisive and that no war can be carried 
out on the “totalitarian” pattern of “total” mobilization and “total” 
attack (pp. 72f.) with the apparent implication that Germany’s 
chances of a quick victory are virtually nil (pp. 81 f.). 

The second part of the book deals with the question of effective war 
preparation and does so from the point of view of the liberal-minded 
economist, with the obvious intention of proving that in the “present 
interventionist chaos the rational conduct of a war, so far as its econom- 
ic presuppositions are concerned, is impossible” (p. 153). The system of 
shadow factories, of large-scale inventories, of subsidies to “infant’’ mili- 
tary industries, and that of substitute production are,one after the other, 
shelved as scarcely “rational” or too expensive, if not altogether im- 
possible. As a matter of fact, the author thinks (pp. 130 ff.) that free 
trade, gold standard, and similar requisites of a “‘liberal’’ economy are 
the rational way to prepare for war; and he tries to prove this by point- 
ing out the difficulties in both respects, i.e., of choosing between the 
types of preparation in the face of an unknown (future) technological 
Situation, and the no lesser difficulties arising in the application of any 
plan for economic war preparation. But his essential argument is that 





452 BOOK REVIEWS 


the richer a country, the better it can fight; and a free economic struc- 
ture provides for the maximum of wealth, or of “capital.”” The author’s 
basic error consists again in overlooking the fact that war preparation 
just as well as the conduct of war is not a matter of attempting to 
achieve maximum results under abstract and ideal conditions. It is a 
question of adapting one’s own economic structure to such require- 
ments as appear to be “‘necessary” at a given time in the face of the 
armaments, the psychology, and the strategic advantages or weak- 
nesses of the presumptive adversary. This failure to deal with the real- 
istic elements in war preparation, substituting for it an (allegedly) pure 
theory, does not reduce the value of the book as a wholesome criticism 
of autarchical ideas and of naive beliefs in the possibility of a “‘light- 
ning” war, which it refutes with the aid of technical and statistical ma- 
terial. It is interesting to note, in this connection, that English and 
French authors provide most of the “meat’’ for discussion ; the extensive 
German literature on the subject scarcely penetrates below the surface. 
The book appeared shortly before Austria became a Nazi province 
and is obviously directed against Germany, not as if she or any other 
country were mentioned on more than purely accidental occasions; 
even the actual war preparations are barely referred to. But it is Ger- 
many’s Four Year Plan of “total” war preparation or its current glori- 
fication by the Germans which is the apparent subject (or target) of the 
study. Disregarding the well-taken points about economic waste in- 
volved in autarchical experiments for military purposes, the question 
arises whether the author did not “prove” just a little more than is 
good for his own argument. If his demonstration—that a modern 
(totalitarian) war can neither be rationally planned nor systematically 
prepared, and that no country is able to provide the necessary volume 
either of raw materials or of productive capacity (p. 70)—is correct, 
what then is the conclusion? The fact that countries do prepare and 
plan for that objective cannot be denied; the suggestion of leaving such 
activity essentially—disregarding minor measures—to the unrestrained 
operation of the marketplaces (p. 124) is just too naive for serious dis- 
cussion. ‘Is it the last word in neo-Manchesterianism to propose a free 
play of forces for war preparation and war conduct? Such a philosophy 
is “interesting” as an outgrowth of the dogmatic scholasticism which 
has become a characteristic feature of the so-called Austrian and similar 
schools of economic teaching. It tries to escape facing the economic 
problems of a forthcoming war by the wishful thought that peace is 
preferable—which is scarcely disputed even by the “totalitarians.”’ 
The English translation by Donald and Marianne Scholl is excel- 
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lent; actually, it is more readable than the German original. Lieuten- 
ant-Colonel Lowe has written a short Foreword which restates the 
issue of war economy in its complexity. 


University of Chicago MELCHIOR PALYI 


Die Prinzipienfragen in den Aufwertungsdebatten. By J. JASTROW. 

Briinn: Rudolf M. Rohrer, 1937. Pp. xi+182. Rm. 7/-. 

The German “Revalorisation Act 1925,” awarding certain compen- 
sations to creditors whose claims had been nullified by the inflation, 
was preceded by protracted debates as to whether a “valorisation” 
should take place at all; and, if so, whether it should be carried through 
by the courts or done generally by law. This question is regarded by 
Mr. Jastrow as “the fundamental problem of the valorisation de- 
bates.”” Long before the law was actually passed, the courts started 
“valorising” obligations with reference to the bona fide clause of the 
German civil law. The first part of Mr. Jastrow’s book is devoted to 
the exposition of his view that this practice was ill chosen, since the 
currency in itself has been increasingly based upon the idea of bona 
fide. In support of this statement Mr. Jastrow supplies a short histori- 
cal survey from the medieval debasement of the coinage to the creation 
of “‘nominalistic”’ bona fide currencies at the end of the eighteenth and 
the beginning of the nineteenth centuries. However, the implications 
of this general development for the very special question of German 
“valorisation” have not been made too clear. 

The second part of the book, in which the author reviews several 
German books dealing with “valorisation” problems in the Middle 
Ages, is certainly of considerable interest in itself. But in spite of the 
abundance of subile remarks, it is again difficult to see how any 
enlightening conclusions may be drawn from medieval monetary policy 
for the problems of modern Germany in the inflation and post-inflation 
periods. 

The author avowedly intended to link together the juristic, histori- 
cal, and economic aspects of the problem. Nevertheless, the reviewer 
feels that this primarily juristic book, which contains hardly any refer- 
ence to modern monetary theory, will disappoint those who might 
hope to find here an economic approach to the question. 

Mr. Jastrow does not refer to problems raised by the devaluations of 
late years, but in the Appendix Mr. E. Kauder gives a valuable survey 
of “valorisation” and gold-clause literature concerning other countries 


than Germany. ALEXANDER GERSCHENKRON 
Berkeley, California 
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